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where it will go... 


Coming—With April 16 just around the 
corner, aids and hints in preparing indi- 
vidual income tax returns should prove 
helpful. Louis L. Meldman's article, in out- 
line form, simplifies many problems attend- 
ant in the determination of taxable income 
such as exclusions from gross income and 
deductions from gross income. The outline 
is replete with examples and citations. 


The retired taxpayer also has problems. In 
many instances, his puzzlers are more com- 
plicated than those of his fellow taxpayers 
who are still in the ‘‘harness.’’ This fact 
makes the article by Joe S. Floyd, Jr., 
singularly interesting. 


These two articles, along with others perti- 
nent to the ‘‘filing’’ season, make the March 
issue a tax man’s handbook on income tax 
returns. You will want to keep the March 
issue handy for ready reference. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information, 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Hditor, Henry L. Stewart; 
Washington Hditor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 
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Administrative... 


FEDERAL 
TAXES 


How TO DETERMINE which legal fees 
are deductible as expense and which are capital in nature (Wald- 
heim & Company, CCH Dec. 21,393, 25 TC —, No. 72): A presi- 
dent-stockholder filed two suits against other stockholders and 
the corporation. In one suit he demanded that certain treasury 
stock be issued to him. In the other he sought to restrain his 
own discharge and ouster as officer-employee. Both actions were 
settled out of court. Expenses of the corporation for legal fees 
resulting in the settlement of the treasury stock action were not 
deductible as they “were capital in nature.” Legal expenses in 
defense of the suit by the president to restrain his ouster “directly 
affected [the corporation’s] day-to-day operations and were 
direct expense.” 

The rule has been and is that a legal expense paid or incurred 
as the result of some business transaction and which is made pri- 
marily to preserve existing business, reputation and good will 
is deductible. Another point on allocation of fees: Failure to 
make an allocation of fees to the services rendered could result 
in loss of the deduction. Here the attorneys allocated their fees to 
the docket numbers of the cases. The Tax Court accepted this, 
although it cited the Cohan rule. This case deals only with the 
defendant corporation’s expense, not with that of president- 
stockholder, plaintiff. 


Ru es OF PRACTICE... The Tax Court 
was not divested of jurisdiction, although the petitioner had died 
after filing his petition, there had been no substitution of parties, 
and no one represented the petitioner at the hearing.—Yeoman, 


CCH Dec. 21,391, 25 TC —, No. 71. 


LeEcITIMATE EXPENSES such as wages 
to employees of an illegitimate business have been held by the 
Tax Court to be deductible expense, but not for Illinois bookies. 
State law makes payment of wages to employees of the bookie 
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Interpretations 


a separate illegal act. The Tax Court holds that such payments 
are not deductible—Mesi, CCH Dec. 21,385, 25 TC —, No. 64. 


Three judges dissent: 


“These employees are engaged in the perpetration of the 
same crime through which the principal earns the income in 
question. Their wages, like rent, heat, light, telephone and sup- 
plies, such as paper and pencils, are inherent expenses of the 
business, indispensable to the earning of the income in question. 
Rent and telephone expense would fall into the same category 
as these wages, if the landlord and the telephone company knew 
that gambling was conducted on the premises. To deny such 
deductions is to tax, to that extent, gross income .. .. The 
allowance for wages should be the same in every state, but here 
the deduction is being disallowed because of a specific statute of 
the State of Illinois. . . . the deduction should be allowed.” 


But see the case of Ross, CCH Dec. 21,511(M), 15 TCM 23: 
“While we had no occasion to consider the question of rents in 
the Mesi case, we think that the principles there announced are 
equally applicable to rental payments on the facts presented in 
the instant case, It is clear that the lessor as well as the lessees 
were fully aware that an illegal bookmaking enterprise was being 
carried on upon the premises, and that both the payment and 
receipt of rentals were in violation of . . . the Illinois Revised 
Statutes . . .. We hold, therefore, that the deduction of wages 
and rents must be disallowed.” 


Unusuat Texas community property law 
appears to favor insurance trusts. Wife has community property 
interest in cash values of life insurance policies bought with 
community funds, but not in proceeds payable on death of in- 
sured husband. Hence, wife does not have any community prop- 
erty rights in insurance trusts created by such proceeds.—Chase 
National Bank of the City of New York, CCH Dec. 21,396, 25 TC 
—, No. 74. 


Uncie SAM’S LIEN for taxes has priority 
over the lien of a loan company to which personal jewelry had 
been pledged, where the federal lien was filed prior to the time 
the property was pledged.—U. S. v. Friedlander, et al., 56-1 uste 
9173 (DC Fla.). . . . Federal tax liens had been secured by 
mortgages on specific property of the defendant company and the 
government foreclosed on the mortgages. Certain labor unions 
and representatives of former employees made a motion to inter- 
vene in the foreclosure action claiming a lien on the company’s 
property for vacation pay due under their union contracts. The 
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federal government’s right of foreclosure on the mortgages re- 
corded prior to the day of the claims for wages was paramount.— 
U. S. v. The Canister Company, Inc., 56-1 ustc § 9174 (DC N. J.). 


ProsELytTInG HALFBACKS for the var- 
sity team is not “exclusively educational.” A nonprofit corporation 
organized for the purpose of “promoting the education of young 
men and women interested in college athletics” raised funds to 
be used in travel and other activities necessary to interview and 
persuade prospective students with outstanding athletic ability 
to attend a certain university. This organization was not an 
integral part of the university and was not financed or supervised 
by the university, so it is not exempted from federal income tax. 


—Rev. Rul. 56-13. 


A JOINT RETURN may be filed after an 
interlocutory decree of divorce has been granted in California.— 
Ellik, 56-1 ustc § 9184 (DC Calif.). 


An INDIVIDUAL was entitled to claim a 
niece and nephew as dependents on proof that he had contributed 
more than one half of their support. His brother, however, who 
possessed savings during the taxable year and had been employed 


in the preceding year, was not a dependent.—Miller, CCH Dec. 
21,507(M), 15 TCM 21. 


Room AND BOARD were furnished to a 


partner and his family in connection with the partner’s operation 
of a hotel. The cost was a necessary expense of the business, 
since the partner’s presence in the hotel was not for his own 
convenience. The value of the meals and lodging was not income 


to the partner.—Briggs, 56-1 usrc § 9164 (DC Colo.). 


An OLD CASE, but a good one to read this 
time of the year, is U. S. v. Herskovitz, 54-1 ustc J 9182 (CA-2). 
The defendant in this case was convicted of willfully aiding, 
assisting in, and counseling, procuring and advising the prepara- 
tion of false and fraudulent income tax returns. The taxpayers 
were requested to sign income tax forms in blank—the long forms 
were used so that deductions could be itemized even though the 
majority of the taxpayers earned less than $5,000 a year. The 
returns (admitted in evidence) disclosed excessive deductions for 
contributions, union dues, medical expenses, taxes, traveling ex- 
penses, work clothes, work tools, depreciation on automobiles and 
losses and false-dependency claims. 
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President's State of the Union 
and Budget Messages . . . 


Action on New Tax Bills 


Washington Tax Talk 





The President 


President Eisenhower, in his state of the 
union message to Congress, poured cold 
water on any hopes for an early reduction 
in taxes. Although he did not forthrightly 
rule out a cut in individual income taxes, 
he did set forth conditions under which 
such a reduction should be made. In addi- 
tion, the President specifically called for 
the continuance of all present excise taxes 
and the corporation income taxes at their 
present rates for another year beyond next 
April 1. Said the President: 


“IT expect the budget to be in balance 
during the fiscal year ending June 30, 1956. 


“I shall propose a balanced budget for 
the next fiscal year ending June 30, 1957. 


“But the balance we are seeking cannot 
be accomplished without the continuing 
every day effort of the executive and legis- 
lative branches to keep expenditures under 
control. It will also be necessary to con- 
tinue all of the present excise taxes without 
any reduction and the corporation income 
taxes at their present rates for another year 
beyond next April Ist. 


“Tt is unquestionably true that our pres- 
ent tax level is very burdensome and, in the 
interest of long term and continuous eco- 
nomic growth, should be reduced when we 
prudently can. It is essential, in the sound 
management of the government’s finances, 
that we be mindful of our enormous na- 
tional debt and of the obligation we have 
toward future Americans to reduce that 
debt whenever we can appropriately do so. 
Under conditions of high peace time pros- 
perity, such as now exist, we can never 
justify going further into debt to give our- 
selves a tax cut at the expense of our chil- 
dren. So, in the present state of our financial 
affairs, I earnestly believe that a tax cut 
can be deemed justifiable only when it will 
not unbalance the budget, a budget which 


Washington Tax Talk 


makes provision for some reduction, even 
tho modest, in our national debt. In this 
Way we can best maintain fiscal integrity.” 

In his budget message to Congress, the 
President continued his dim view on 1956 
tax cuts by submitting a budget for the 
fiscal year 1957, beginning July 1, 1956, 
predicated upon existing taxes and tax rates. 
In this message, Mr. Eisenhower stated: 

“To reach a balanced budget in the fiscal 
year 1956 and in the fiscal year 1957, it will 
be necessary in addition to continuing every- 
day efforts to keep spending under control, 
to continue all the present excise taxes 
without any reduction and the corporation 
income taxes at their present rates for an- 
other year beyond April 1, 1956.” 

Again, the President did not mention in- 
dividual income taxes specifically, but he 
did reiterate his state of the union admonish- 
ment with respect to the conditions under 
which any tax reduction should be made. 

In requesting a continuation of the legis- 
lation allowing a temporary increase during 
the year in the statutory debt limit, the 
President said: 

“On the basis of present estimates, we 
should be able to end the current fiscal year 
with a small reduction in the public debt, 
and a small further reduction is anticipated 
for the fiscal year 1957. 

“The immediate economic effects of the 
public debt depend partly on its manage- 
ment. During each year various issues of 
Government securities become due and re- 
financing must be arranged. In the past 
several years, the Treasury has cooperated 
closely with the Federal Reserve System to 
assure that the management of the debt is 
consistent with our general monetary and 
credit policies. These actions have helped 
sustain a sound and growing business ac- 
tivity without inflation or deflation. 

“The Treasury has also taken steps to- 
ward lengthening the average maturity of 
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the debt so as to avoid its becoming con- 
centrated too heavily in short-term issues. 
Further, the number of financing operations 
each year has been reduced. These actions 
lessen the impact of Treasury financing on 
the market, and give the Federal Reserve 
System greater freedom in its operations. 


“Last year the Congress extended through 
June 1956 a temporary increase during the 
fiscal year in the statutory debt limit from 
275 billion dollars to 281 billion dollars, so 
that the Treasury could meet its heavy tem- 
porary borrowing needs during the first half 
of the fiscal year 1956, when tax receipts 
ate seasonally low. The Treasury is cur- 
rently operating within 1 billion dollars of 
the temporary debt ceiling, and on cash 
balances that at some periods offer little 
flexibility in the management of Govern- 
ment finances. Even with a balanced bud- 





Budget Expenditures (in millions) 


Major national security $40,674 
International affairs and finance 2,591 
Veterans’ services and benefits 4,934 
Labor and welfare 2,997 
Agriculture and agricultural re- 
sources 9,070 
Natural resources 1,297 
Commerce and housing 6,299 
General government 1,760 
Interest 7,066 
Reserve for contingencies 225 
Gross budget expenditures $76,914 
Deduct applicable receipts 11,049 
Net budget expenditures $65,865 


Budget Receipts (in millions) 


Individual income taxes . $35,118 
Corporation income and excess prof- 
its taxes 20,300 
Excise taxes 9,887 
Employment taxes 7,585 
Estate and gift taxes 1,120 
Customs 700 
Miscellaneous receipts 2,805 
Total receipts $77,515 


Deduct— 
Transfer to federal old-age and 


get in 1956 and 1957, seasonal borrowing in 
the first half of fiscal year 1957 will tempo- 
rarily bring the debt above the 275 billion 
dollar limit. Therefore, a continuation of 
the legislation allowing a temporary increase 
during the year in the statutory debt limit 
is required.” 


The Congress 


The Senate has lost no time “in getting 
there firstest with the mostest.” It has 
passed and sent to the President, in rapid- 
fire fashion, five of the tax bills passed by 
the House in the first session. The follow- 
ing summary explains what these five bills 
would do, if they are signed into law by 
the President: 


H. R. 4582.—-It would allow, under certain 
facts, a corporation which had acquired the 
properties and assumed the debts of a 
wholly owned subsidiary in a liquidation 
under Section 112(b)(6) of the 1939 Code, 
to use any excess contributions which the 
subsidiary had made to a qualified pension 
plan, in the same way as if the acquiring 
corporation were the subsidiary. This bill 
would be effective for years beginning after 
1953 and ending after August 16, 1954. It 
would correct cases where a tax-free merger 
of a subsidiary under the 1939 Code was 
prevented because the laws of the state of 
incorporation required the surviving corpo- 
ration to be incorporated in that state. The 
parent had to liquidate the subsidiary under 
Section 112(b)(6). It then could not use 
the “carry-overs” of the subsidiary, as it now 
can under the 1954 Code, if the tax conse- 
quences of the liquidation are determined 
under applicable provisions of the 1954 Code. 


H. R. 5428—It would extend 1954-Code 
benefits to agreements which extend the 
period in which the tax liability of a trans- 
feree or fiduciary may be assessed. Under 
this bill, such an agreement would also ex- 
tend the time in which a credit or refund 
can be filed by the transferee. It would 
be effective as if it were enacted on August 
16, 1954 (1954 Code enactment date), for 
income taxes imposed under the 1939 Code. 


H. R. 7036.—I\t would increase, from $900 
to $1,200, the amount which an individual 
can earn without reducing the $1,200 on 


survivors insurance trust fund 6,635 which the retirement income credit is based. 
Transfer to railroad retirement There would be no limit whatever on earned 
trust fund 660 income where the individual was 72 or older 
Refunds of receipts 3,920 (75 or older under present law). It would 

be effective for taxable years beginning 

Net budget receipts.........;. $66,300 after 1955. (Continued on page 108) 
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Employer Payments to the 
Widow of a Deceased Employee 


By HARRY YOHLIN 


Can tax-free death benefits exceed $5,000? The immediate reaction 

to pertinent provisions of the 1954 Internal Revenue Code was that, henceforth, 
all payments—whether voluntary or contractual—in excess of that amount 

would be taxable. Although Congress did not affirmatively 

so state, the exclusion was couched in such general terms as to leave no other 


possible implication. However, in light 


of recent decisions more clearly defining tax principles 
involved in voluntary postdeath payments, the provisions of the 


new Code may not be as all-embracing 


as they first appeared. This article examines the background of the problem, 
and outlines types of voluntary payments which are taxable and those which are not. 


F LATE, there has been an increasing 

number of cases dealing with the in- 
come taxability of postdeath payments to a 
deceased employee’s family. Almost without 
exception, these cases have “been resolved 
in favor of the taxpayer, despite the de- 
termined opposition of the Internal Reve- 
nue Service and its official rulings. The 
court decisions cast additional light on the 
tax principles involved in this heretofore 
rather confused area and create a glimmer 
of hope that the provisions of the 1954 
Internal Revenue Code which, on first 
blush, seemed definitely and with finality to 
limit the tax-free nature of such payments 
to $5,000, are not as all-embracing as first 
appeared. This interesting development may 
thus foreshadow an exciting struggle for 
years to come. Succinctly stated, the prob- 
lem is this: 


Payments to Widow 


Certain types of postdeath payments 
made to the beneficiaries of deceased em- 
ployees continue to be regarded by the 
courts as in the nature of gratuities and, 
therefore, tax-exempt. The new Code, in 
very general terms, sets a ceiling of $5,000 
on tax-free payments. Is the effect of this 
enactment to write “finis” to the body of 
judicial law gradually developing in this 
area? Or can it be argued that the provi- 
sions of the new Code were intended to 
relate only to payments which would other- 
wise be taxable and that they liberally pro- 
vided for a $5,000 exclusion, but were not 
intended to affect payments, regardless of 
amount, which have been treated as gifts? 
If this conclusion is tenable, the cases now 
coming down with increasing frequency are 
not of mere historical interest, but of im- 
mediate pertinency. An examination and 
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A partner in the law firm of Edward N. Polisher, 
Philadelphia, Mr. Yohlin is a frequent lecturer 
and writer on federal income tax and estate 
planning subjects. He presented this paper 
before the Stradley Tax Group in Philadelphia. 





evaluation of the past history of this prob- 
lem should prove illuminating. 


Background of Problem 


The family of a deceased employee often 
receives some form of benefits from the 
employer. The payments may be made 
pursuant to a “qualified” pension or profit- 
sharing plan, or under the terms of an em- 
ployment contract. The tax treatment of 
such benefits is relatively clear. Most fre- 
quently, however, the payments are either 
entirely voluntary or made pursuant to some 
informal and revocable practice on the part 
of the employer. It is in this area where 
uncertainty prevails, possibly accentuated 
by the new Code. 


Few would question the desirability of 
such a practice by employers. It could be 
maintained that considerations of public 
policy should dictate sympathetic tax treat- 
ment as a means of encouraging its more 
widespread use. 

There were early indications that the 
Treasury Department shared this point of 
view. In 1914, a ruling held such payments 
to be gratuitous and therefore tax-exempt 
(T. D.°2090 (1914) (unpublished)). A sub- 
sequent ruling, several years later, reaf- 
firmed this position (O. D. 1017, 5 CB 101 
(1921)). 


The first comprehensive treatment of the 
problem appeared in 1939, in a ruling issued 
in response to an inquiry as to the tax 
implications of payments equal to about two 
years’ salary, made to the widow of a de- 
ceased officer-stockholder, over a two-year 
period. The Commissioner, in I. T. 3329, 
ruled the payments to be gifts but never- 
theless deductible by the corporation, and 
he made this significant statement: 


“When an allowance is paid by an organi- 
zation to which the recipient has rendered 
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no service, the amount is deemed to be a 
gift or gratuity and is not subject to federal 
income tax in the hands of the receipient.” 


(1939-2 CB 153.) 


The Commissioner apparently thought 
that he was merely clarifying his own regu- 
lations, which already provided: 


“However, so-called pensions awarded by 
one to whom no services have been rendered 
are mere gifts or gratuities and are not tax- 
able.” (Regulations 118, Section 39.22(a)-2.) 

There was this significant difference, 
however, later to be recognized by the Com- 
missioner. Whereas the regulations stressed 
the position of the payor as one to whom no 
services had been rendered, the ruling im- 
plied that if the recipient had not rendered 
services (even though her husband had), the 
payments were gifts. The Commissioner 
was later to regret this apparent extension. 


The ruling was an obvious bonanza to 
taxpayers who began to use its very lan- 
guage as justification for the desired tax 
treatment. Such a situation was involved in 
the frequently cited case of Louise K. Apriil, 
CCH Dec. 17,275, 13 TC 707 (1949). There 
the board of directors adopted a resolution 
which was ratified by the stockholders, au- 
thorizing the continuation of salary payments 
to the widow of its deceased president and 
principal stockholder for a period of about 
27 months, “in recognition of the services 
rendered” by her husband. The widow had 
inherited her husband’s stock and had 
been elected president and a director of 
the company. The Commissioner had al- 
lowed the corporation a deduction for such 
payments, but only for a two-year period. 
The court held the payments were gifts 
and tax-exempt since the widow rendered 
no services in return. The terminology “in 
recognition of his services” was explained 
away as an effort to comply with I. T. 3329, 
which used the identical language. 
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The implications of this decision appar- 
ently alerted the Commissioner to the fur- 
reaching, and probably unintended, effect 
of I. T. 3329 and prompted him to retrace 
his steps. A new ruling was quickly promul- 
gated which, although it stated that its 
intention was merely to modify I. T. 3329, 
actually sought to nullify it. 


In I. T. 4027, 1950-2 CB 9, the Com- 
missioner now stated that voluntary pay- 
ments made by an employer to the widow 
of a deceased emplovee “in consideration” 
of the services rendered by the employee 
are includable in the gross income of the 
widow for federal income tax purposes. It 
confessed as error the emphasis in I. T. 
3329 on the recipient who rendered no 
services. If the deceased employee had 
rendered services, and the payments—even 
though voluntary—were in recognition of 
such services, they were taxable. As to the 
statement in the regulations relied on in 
I. T. 3329, the Commissioner now narrowed 
its application. As an example of the type 
of payment contemplated, he pointed to pen- 
sions provided by the Carnegie Foundation 
for the Advancement of Teachers, to teach- 
ers and their widows, which are not based 
on any .services to the Foundation and, 
therefore, are nontaxable gifts. The ruling 
concludes with this broad language: 


“Tt is the position of the Bureau that 
irrespective of a ‘plan’, voluntary or involun- 
tary, definite or indefinite, payments of the 
type herein considered constitute taxable in- 
come ... .” (1950-2 CB 10, 11.) 


The Commissioner sought to justify his 
reversal of position, especially on the subject 
of “voluntary payments,” by pointing to the 
court decisions in Varnedoe v. Allen, 46-2 
ustc J 9395, 158 F. (2d) 467 (CCA-5), and 
Sutro v. U. S., 42-2 uste ¥ 9523 (DC Calif.), 
cert. den., 330 U. S. 821. These cases, how- 
ever, do not involve the normal type of 
voluntary payment and are recognized 
exceptions, for reasons to be discussed 
subsequently. They hardly support the 
Commissioner’s position. There was some 
speculation that since the ruling spoke of 
payments “in consideration” of the services 
rendered by the deceased employee, whereas 
the regulations dealing with deductibility 
of such payments use the words “in recog- 
nition of the services” (see Regulations 118, 
Section 39.23(a)-9), some distinction was 
implied. Payments made “in recognition,” 
it could be argued, do not necessarily imply 
any obligation, whereas payments made “in 
consideration” appear to involve some form 


Payments to Widow 





of obligation assumed by the employer. The 
distinction seems more an exercise in se- 
mantics than a fruitful approach, especially 
since the ruling specifically applies to volun- 
tary payments. 


The ruling was made applicable to pay- 
ments received after January 1, 1951, and 
to be consistent with this policy, the Com- 
missioner acquiesced in the Aprill case (2 
CB 1 (1950)) to indicate approval of the 
tax treatment accorded there for voluntary 
payments prior to 1951. 


In Alice M. MacFarlane, CCH Dec. 19,235, 
19 TC 9 (1952), the equivalent of three 
months’ salary and the preceding year’s 
bonus was paid to the widow of an em- 
ployee, not a stockholder, who died in 
1944. The company had no established prac- 
tice in this regard, but made these payments 
in reliance on I. T. 3329. The court, citing 
the Aprill decision, similarly held the pay- 
ments to be tax-free. Again the Commissioner 
followed quickly with an acquiescence, indi- 
cating that he was satisfied with the result 
so long as the payments involved years 
prior to 1941 (1953-1 CB 5). 


The Commissioner’s actions can perhaps 
be criticized as presumptuous. The implica- 
tion was that his prior ruling, I. T. 3329, 
had established a rule of law which had been 
relied upon by the courts in the Aprill and 
MacFarlane decisions. Now that he had 
changed the law in I. T. 4027, he expected 
the courts to reverse their stand. This 
approached a pre-emption of legislative 
power hardly to be viewed favorably by the 
judiciary. Moreover, a careful examination 
of the decisions in the Aprill and MacFarlane 
cases indicates no such reliance on the 
Commissioner’s ruling. True, the taxpayer 
relied on I. T. 3329, but the ultimate find- 
ings of the court were based on broader 
principles of tax law. Both cases cited as 
authority the United States Supreme Court 
decision in Bogardus v. Commissioner, 37-2 
ustc § 9534, 302 U. S. 34, which involved 
payments by a corporation to former em- 
ployees of another corporation which it 
had acquired. In holding the payments to 
be gifts, the Supreme Court had said: 


“A gift is none the less a gift because 
inspired by gratitude for the past faithful 
service of the recipient.” 


Although this was a five-to-four decision, 
the minority agreed with the majority 
that the controlling factor was the intention of 
the employer in making such payments. 
This rule of intention was applied by the 
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courts in the Aprill and MacFarlane decisions. 
It is reasonable to assume that the courts 
would have arrived at the same conclusion 
in the absence of I. T. 3329. 


Revenue Act of 1951 


The confusion was further accentuated 
by the first legislative enactment dealing 
with such payments. The 1951 Revente 
Act amended Section 22(b)(1) of the old 
Code by providing that payments up to 
$5,000 made to beneficiaries of deceased 
employees would be tax-exempt, if made 
under a contract. This amendment was 
effective for taxable years beginning after 
December 31, 1950. 

The immediate reaction to this provision 
was that Congress had finally resolved the 
controversy by specifying, in amount and 
kind, the payments which would be tax- 
exempt. Any other benefits, it was assumed, 
would hereafter be taxable. 


This interpretation produced paradoxical 
results. Whereas payments pursuant to 
contract had always been regarded as tax- 
able, they would now be tax-exempt to the 
extent of $5,000. Voluntary payments which 
had heretofore been treated by the courts 
as gifts would now be fully taxable. Such 
a conclusion could be reached only on the 
assumption that the Commissioner, in I. T. 
4027, had been successful, through adminis- 
trative action, in overruling the judicial 
decisions in the Aprill and MacFarlane cases 
and that Congress acquiesced in this un- 
precedented procedure. 


The better argument, and one which ap- 
pears now to be endorsed by the courts, is 
that Congress sought merely to give relief 
to beneficiaries who were receiving con- 
tractual payments which, in the absence of 
this statutory provision, would have been 
treated as taxable income, but Congress 
never intended to interfere with the law as 
it was developing on the question of volun- 
tary payments and that, therefore, such pay- 
ments are not affected by this provision. 


Thus, for payments made after January 
1, 1951, the courts were faced with the 
Commissioner’s ruling in I. T. 4027 and the 
new statutory provision. Strangely enough, 
the first decisions thereafter rendered which 
dealt with voluntary payments ignored both 


developments. 


Recent Decisions 


The case of Ruth Hahn, CCH Dec. 
20,249(M), 13 TCM 308 (1954), involved 
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the continuation of salary payments to a 
widow of a deceased employee, who was 
not a stockholder, for the balance of 1951. 
The resolution of the board of directors 
recited that the payments were “in recogni- 
tion” of Mr. Hahn’s service. The company 
deducted the payments as a salary expense. 
The Tax Court ruled that the evidence led 
to the conclusion that a gift, rather than 
compensation, was intended. The use of 
the words “in recognition” and “compensa- 
tion,” in the court’s opinion, was merely a 
convenient way of fixing the amount to be 
paid and was not intended to characterize 
the payment. The motivations were sympa- 
thy and generosity to the bereaved widow 
rather than a belated feeling of obligation 
to compensate more adequatec!y the past 
services of the deceased empioyee. 


The fact that the company had rightly 
or wrongly taken a deduction did not stig- 
matize the payments as “compensation” 
insofar as the widow was concerned. The 
court cited as authority the Begardus, Aprill 
and MacFarlane decisions and reaffirmed the 
rule of intention in such cases. Nowhere 
is I. T. 4027 or the 1951 amendments men- 
tioned, both of which would have been 
applicable if invoked. 


The facts in the case of Estate of Ralph 
W. Reardon, CCH Dec. 21,060(M), 14 TCM 
577 (1955), decided last June 15 were, for 
all practical purposes, the same as in the 
Hahn case. The payments were made in 
1951. Again the court ignored I. T. 4027 
and the 1951 amendments, in holding the 
payments to be tax-exempt. 


The case of Marie G. Haskell, CCH Dec. 
21,133(M), 14 TCM 788, decided on July 19, 
1955, is additionally significant because, un- 
like the Hahn and Reardon cases, it involved 
a deceased employee who had been the prin- 
cipal stockholder of a corporation. The 
widow had been a director of the corpora- 
tion since its inception and together with 
her daughter—also a director—held the 
controlling interest after the death of her 
husband in November, 1947. By a series 
of resolutions of the board of directors, the 
deceased employee’s salary of $18,000 per 
year was continued for the benefit of his 
widow “in recognition” of the services 
rendered by her deceased husband. The 
board consisted of three directors, two of 
whom were the widow and daughter. The 
widow, however, did not participate in this 
action. The payments, which were to 
terminate only when so ordered by the 
board, had continued from the date of the 
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employee’s death through 1951. Only 1950 
and 1951 were involved, the Commissioner 
apparently being barred by the statute of 
limitations from questioning the prior years’ 
payments. The corporation had ceased 
taking deductions in 1950. Again the court 
held that the payments were gifts and, there- 
fore, not taxable. The court apparently did 
not feel compelled to set any time limit on 
such gifts insofar as the widow was con- 
cerned. Where the issue involves the de- 
ductibility of such payments, a time limit is 
imposed. The one argument which caused 
the court some concern was that the pay- 
ments were in the nature of dividends. 
However, since dividends had been declared 
to the extent of available earnings, that 
difficulty was obviated. There was still no 
mention of I. T. 4027 or the amendments. 


The Tax Court finally came to grips with 
I. T. 4027 in Estate of Arthur W. Hellstrom, 
CCH Dec. 21,191, 24 TC —, No. 101, 
decided on August 19 of last year. The 
decedent had been president and a director 
of a company until his death on February 
20, 1952. He and his wife together owned 
about one fourth of the outstanding stock. 
By resolution of the board of directors, the 
balance of the salary he would have drawn 
chad he lived for the remainder of the year— 
about $30,000—was paid to his widow “in 
recognition” of his services. The corpora- 
tion deducted the payments as an expense. 
Again the court ruled in favor of the tax- 
payer. 

In a well-considered and comprehensive 
opinion, the court squarely tackled I. T. 
4027, and said: 

“We think the result reached herein is 
amply supported by our previous holdings 
in Louise K. Aprill . . . and Alice M. Mac- 
Farlane . . . . The respondent argues that 
the above-cited cases are not controlling 
here because decided prior to his promulga- 
tion of I. T. 4027, supra. We, however, do 
not ascribe the far-reaching effect to that 
ruling which he does. We understand his 
ruling to mean that if the amounts paid to 
a deceased employee’s widow were not a 
gift, but were payment for his past services, 
they constitute ordinary income to the 
widow. The respondent, obviously, cannot 
by administrative ruling tax as ordinary in- 
come a payment which the payor made and 
intended as a gift.” 


On the argument that the corporate 
resolution authorizing the payments stated 
they were “in recognition” of the decedent’s 
services, the court said: 
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“We think it makes little difference how 
the corporation formally expresses its mo- 
tives for the payment. Where such pay- 
ment is a gift, as the whole record here 
establishes that the payments in question 
were, it remains a gift regardless of the fact 
that the corporation may state its reasons 
for making the payment were ‘because of’ 
or ‘in recognition of’ or ‘in consideration of 
the services of the deceased employee. This 
seems to us the only sensible construction 
of the Supreme Court’s language in Bo- 
gardus v. Commissioner . wherein it said 
that a gift is none the less a gift because in- 
spired by gratitude for past faithful services.” 


As to the weight to be accorded the fact 
that the corporation took a deduction for 
the payments which were measured by the 
decedent’s salary, the court said: 


“In view of the other evidence in the 
record, we attach no particular significance 
to the fact that the corporation claimed 
deductions on its returns for the amount 
paid to petitioner. Nor do we attach any 
significance to the fact that the amount paid 
to her was the amount of salary her hus- 
band would have drawn had he lived. Alice 
M. MacFarlane, supra. Gifts to widows of 
deceased employees are frequently deter- 
mined by the amount of salary which the 
employee drew or would have drawn.” 


As in the prior cases, cited with approval, 
the Court emphasized that the deciding 
criterion is “intent.” The facts which es- 
tablished the intention to make a gift were 
thus summarized: 


“ 


. that the payment was made to peti- 
tioner and not to her husband’s estate; that 
there was no obligation on the part of the 
corporation to pay any additional com- 
pensation to petitioner’s husband; it der:ved 
no benefit from the payment; petitioner per- 
formed no services for the corporation and, 
as heretofore noted, those of her husband 
had been fully compensated for. We think 
the principal motive of the corporation in 
making the payment was its desire to do an 
act of kindness for petitioner. The pay- 
ment, therefore, was a gift to her and not 
taxable income.” 


Although this was the first case directly 
to reject I. T. 4027, every other case in- 
volving periods covered by the ruling has 
ignored it and by implication found it inap- 
plicable. It remains to be seen whether, 
in the face of this universal disapproval, 
the Commissioner will take any specific 
action with regard to it. 
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Equally significant is the fact that none 
of these cases involving voluntary payments 
in years during which the 1951 amendments 
were applicable considered the effect of 
these provisions; nor does it appear from 
the opinions that the Commissioner ad- 
vanced the argument that the amendments 
bar voluntary payments. It is therefore a 
fair conclusion that the application of these 
amendments is limited to contractual pay- 
ments. Voluntary payments remain unaf- 
fected by them. 


Mention should also be made of the case 
of Black v. Davis, 55-1 ustc $9361 (DC 
Ala.), which, although it involves taxable 
years prior to the effect of I. T. 4027, was 
decided last February and which considers 
payments made to the widow of a deceased 
partner. The partnership was composed of 
members of one family. Under the partner- 
ship agreement, the father, being the man- 
aging partner, received a salary before the 
distribution of earnings. Upon his death, 
the remaining partners agreed to continue 
his salary payments to his widow, also a 
partner, for a two-year period. The court 
held the payments to be gifts to her from 
the other partners and that she could be 
taxed only to the extent of her distributive 


share of the payments, since she could not 
make a gift to herself. Although the only 
issue in this case appeared to be the tax- 
ability of such payments to the widow, the 
court, nevertheless, went on to rule that the 
payments were not deductible by the other 
partners. 

Another recent case, although it did not 
involve postdeath payments, is nonetheless 
pertinent, since it lends substantial circuit 
court approval to the rule that the intention 
of the employer is the governing factor. In 
Peters v. Smith, 55-1 uste J 9346, 221 F. (2d) 
721, (CA-3), an employee, upon retirement, 
was awarded a pension for the rest of his 
life. The employer had no regular pension 
plan and no obligation to make such pay- 
ments. The pension was funded with an 
annuity, and the employer deposited with 
the collector the estimated total tax. The 
employee sued for a refund and argued that 
no tax was due, because the payments were 
gifts. The jury found in favor of the em- 
ployee, but the trial judge set aside its 
findings. On appeal, the Third Circuit re- 
versed the decision of the trial judge. It 
held that the intention of the employer is 
the crucial factor, and that was properly a 
matter of fact for the jury to determine. 
The employer's belief that the pension was 
taxable, as evidenced by the payment of the 
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tax, was not conclusive nor was the fact 
that the employer took a deduction. In a 
footnote, the court stated: 

“Of course a gift may be business ex- 
pense and as such a legitimate deduction in 
the donor’s income tax computation.” 


The court cited with approval the Aprill 
and MacFarlane cases, but made no mention 
of I. T. 4027, which had implicitly over- 
ruled them. 


Two cases have been recently won by the 
Commissioner, but on such unusual facts 
that they must be limited in their application: 

In Fisher v. U. S., 55-1 ustc J 9326, 129 F. 
Supp. 759 (DC Mass.), upon reiirement an 
employee was voted by his ermoloyer, as 
compensation, a certain sum for a one-year 
period. He died in April, 1951, five months 
before the end of the period, and the em- 
ployer voted to make the five remaining 
monthly payments to his widow. The court, 
in ruling that the payments were taxable, 
pointed out that the employee, upon retire- 
ment, had been voted a definite sum over 
the course of a year, as compensation. 
When he died within the year, the employer 
simply voted to pay the balance to his 
widow. (But see Peters v. Smith, cited 
above.) It is noteworthy that the payments 


were made in 1951, when the $5,000 exclu- 
sion for contractual payments was in effect. 
No mention of this provision is made, ob- 
viously because the payments were not pur- 
suant to contract. 

In Ruth T. Lengsfield, CCH Dec. 21,230(M), 
14 TCM 1024 (September 16, 1955), the 
rather complicated facts revealed a long 
history of family solidarity where the less 
fortunate were always aided by the family 
as a unit, through a family business corpo- 
ration in which all were stockholders, Pay- 
ments were made indiscriminately to widows 
of family members who had never been em- 
ployees, as well as to those who had been. 
There was no limited period and, in some 
instances, the payments had continued for 
more than ten years. The court pointed to 
these unusual facts as justification for its 
decision that the postdeath payments were 
really in the nature of dividends to stock- 
holders, and thus were taxable. 


Types of Voluntary Payments 
Which Are Taxable 

There are certain factual situations where 
payments, though voluntary, have always 


been held taxable. They are recognized ex- 
ceptions to the general rule. 
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(1) Payments to employee’s estate.—lf 
the payment is not made to the widow or 
other beneficiary, but to the deceased em- 
ployee’s estate, it has invariably been held 
to be taxable even though voluntary. The 
reason is that the estate stands in the place 
of the decedent. Had the decedent survived, 
the payments would have been compensa- 
tion to him for services which he had ren- 
dered, and any right to receive such payments 
is acquired by the estate through the de- 
cedent. Although the distinction may ap- 
pear to be highly technical, it has been 
consistently followed. The Aprili and Mac- 
Farlane decisions have been distinguished on 
this circumstance (Brayton v. Welch, 41-2 
ustc { 9539, 39 F. Supp. 537 (DC Mass.); 
Estate of Edward Bausch, CCH Dec. 17,728, 


14 TC 1433 (1950), aff'd, 51-1 usre § 9146, 
186 F. (2d) 313 (CA-2)). 


It is noteworthy that this is not the only 
area where such a distinction exists. For 
example, the federal estate tax treatment 
of life insurance proceeds, where the policies 
are owned by someone other than the in- 
sured, will depend on whether such proceeds 
are payable to a designated beneficiary or 
to the insured’s estate (Code Section 2042). 
Similarly, lump-sum payments from “quali- 
fied pension” plans are receivable estate tax- 
free if payable to a designated beneficiary, 
but not if received by the estate (Code Sec- 
tion 2039(c)) 


(2) Paynients pursuant to statute.—Many 
states, by statute, provide for death benefits to 
widows of deceased public servants, such as 
firemen, policemen, etc. Although such pay- 
ments are not, strictly speaking, “voluntary,” 
it has been argued that they were intended 
by the legislatures as gratuities. Neverthe- 
less, such payments are considered taxable. 
The reasoning is that the death benefit is 
an inducement to employment and must be 
considered as part of compensation. (Varne- 
doe v. Allen, 46-1 ustc § 9293, 67 F. Supp. 
152 (DC Ga.), aff’d, 46-2 uste J 9395, 158 F. 
(2d) 467 (CCA-5), cert. den., 330 U. S. 821, 
relied on in I. T. 4027 to justify taxation of 
Voluntary payments; I. T. 3972, 1949-2 
CB 15.) 

The Commissioner has ruled, however, 
that statutory payments by the United 
States Government on the death of a mem- 
ber of the Armed Forces are gratuities and 
are nontaxable (Rev. Rul. 55-330, I. R. B. 
1955-22, 13). Similarly, death benefits paid 
to widows of deceased Congressmen are 
tax-free (Rev. Rul. 55-609, I. R. B. 
1955-41, 9). 
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(3) Payments pursuant to voluntary plan. 
—Employers frequently establish voluntary 
plans providing for various types of benefits 
including some form of payment on death. 
These plans follow no uniform pattern but, 


in common, they are terminable at will. 
Thus, in a strict sense the payments are 
“voluntary.” Nonetheless, they are consid- 
ered taxable. The reasoning is that the 
employee, in taking employment. normally 
regards these fringe benefits as additional 
compensation for his services, even though 
he depends on the good faith of the em- 
ployer for payment. (Suiro v. U. S., cited 
above; Estate of Edgar V. O’Daniel, CCH 
Dec. 16,343, 10 TC 631 (1948), aff'd, 49-1 
ustc § 9235, 173 F. (2d) 966 (CA-2); I. T. 
3840, 1947-1 CB 7.) 


(4) Payments which are not ratified by 
stockholders.—One of the factors usually ac- 
corded some weight in determining the 
intention of the corporation in making. the 
payments is whether the corporate resolu- 
tion received the endorsement of the stock- 
holders. The theory is that the board of 
directors can provide for payments of com- 
pensation, but only the stockholders have 


the capacity to make gifts. (See Brayton v. 
Welch, cited above.) 


This factor alone is never conclusive; in 
the more recent decisions, it is sometimes 


merely commented on and, more often, 
ignored (see Ruth Hahn, cited above). Nev- 


ertheless, it would appear prudent to have 
the resolution ratified by stockholders wher- 
ever possible. 


Provisions of 1954 Code 

We come now to the revisions made by 
the 1954 Revenue Act. These provisions 
are applicable only where the employee died 
after August 16, 1954, the enactment date 
of the new Code. If an employee died prior 
thereto, Section 22(b)(1) of the 1939 Code 
continues to apply, even though the pay- 
ments are made after that date. 

Section 101(b) states the general rule 
that payments up to $5,000, whether in a 
single sum or otherwise, made to the benefi- 
ciaries or to the estate of an employee are 
tax-exempt if paid by or on behalf of an 
employer and by reason of the death of the 
employee. The salient differences between 
the new provisions and Section 22(b)(1) of 
the old Code are these: 


(1) The exclusion is no longer limited to 
payments pursuant to a contractual obliga- 
tion. 
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(2) The maximum amount receivable tax- 
free is fixed at $5,000 per emploze*, re- 
gardles§ of the number of employers or 
beneficiaries. Under the former provisions, 
each employer could pay $5,000 in tax-free 
benefits. If benefits in excess of $5,000 are 
distributed to several beneficiaries, the ex- 
clusion is allocated proportionately among 
them. 

The exclusion is specifically made inap- 
plicable to nonforfeitable rights which the 
employee possessed prior to death, such as 
unpaid but accrued salary, vacation pay, etc. 
This limitation was not expressly provided 
under the old Code, although it was con- 
tained in the regulations (Regulations 118, 
Section 39.22(b)(1)-2). The exclusion does, 
however, apply to lump-sum payments from 
a “qualified” pension, profit-sharing or sim- 
ilar plan, made within one taxable year of 
the distributee, even though nonforfeitable 
(Code Section 101(b)(2)(B)). 


The exclusion is also made inapplicable 
to joint and survivor annuities, where the 
employee was the primary annuitant and 
where the annuity starting date occurred 
before the death of the employee (Code Sec- 
tion 101(b)(2)(C)). 

If the annuity is one other than a joint 
or survivor annuity, the value, if any, but not 
exceeding $5,000, in excess of the deceased 
employee’s nonforfeitable rights which ac- 
crued before death, is deemed to be the 
consideration paid by the employee for the 
annuity, for purposes of determining the an- 
nuitant’s “investment,” in the computation 
of the taxable amount under Section 72, 


dealing with the taxation of annuities (Code 
Section 101(b)(2)(D)). 


As in the case of insurance proceeds, if 
the death benefits to which the exclusion is 
applicable are retained under an agreement 
to pay interest, the interest is taxable (Code 
Section 101(c)). 


The proposed regulations relating to these 
provisions were published in the Federal 
Register on October 7, 1955. They are, of 
course, subject to possible revisions before 
they are finally promulgated. They describe 
in detail the application of the provisions 
and provide some worth-while examples on 


the technical aspects. 


Effect of 1954 Code 


As in the case of the 1951 amendments, 
and certainly with much more reason, the 
immediate reaction to the provisions of the 
1954 Code was that, henceforth, all pay- 
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ments, voluntary or contractual, in excess 
of $5,000 would be taxable. Although Con- 
gress did not affirmatively so state, it was 
nevertheless felt that the exclusion was 
couched in such general terms as to leave 
no other possible implication. The recent 
decisions which outspokenly or implicitly re- 
jected I, T. 4027, and more clearly defined 
the tax principles involved in voluntary post- 
death payments, create substantial doubt if 
this is so. Did Congress intend by this 
enactment to overrule these judicial prece- 
dents, and sweep all payments—without 
distinction—into this omnibus provision? 
Could Congress, as a matter of statutory 
construction, accomplish such a feat with- 
out first affirmatively declaring that all 
such payments are taxable, except for a 
$5,000 exclusion? It would appear that a 
more definite legislative expression would 
be required to reverse the tax treatment 
so consistently accorded voluntary pay- 
ments. 


The only clue to the Congressional in- 
tention appears in the “general explanation” 
of the House Ways and Means Committee 
Report (No. 1337, Eighty-third Congress, 
Second Session), which states as follows: 


“Present law provides a special exclusion 
of up to $5,000 for payments by an em- 
ployer to beneficiaries of a deceased em- 
ployee. Under existing law, however, this 
exclusion is available only where the em- 
ployer is under a contractual obligation to 
pay the death benefits. 


“Restricting the exemption to benefits 
under a contract discriminates against those 
who receive benefits where this contractual 
obligation does not exist. To avoid this 
problem your committee’s bill extends this 
exclusion to death benefits whether or not 
paid under a contract.” (Page 14.) 


If anything, the committee report indi- 
cates a desire to liberalize the law dealing 
with such payments rather than make it 
more restrictive. Its stated purpose is to 
end discrimination in areas where such 
exists. It could hardly be contended that 
voluntary payments which had heretofore 
been considered tax-free were being dis- 
criminated against. On the other hand, 
there are situations where such discrimina- 
tion did exist because of the absence of a 
contract, for example, voluntary payments 
to the estate, statutory payments, and pay- 
ments under a terminable plan. 


The tenor of the report would imply that 
the committee believed that it was dealing 
with such types of payments which would 
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ordinarily be taxable but for this exclusion. 
There is no indication that the committee 
sought to render taxable that which the 
courts had heretofore decided was tax- 
exempt. Of course, it could be argued that 
Congress believed that, by virtue of the 
1951 amendments, it already had rendered 
taxable all types of payments except for 
the exclusion accorded contractual benefits 
and that now it was extending the exclu- 
sion to payments where no obligation 


existed. It has been shown, however, that 
in the recent cases involving voluntary 
payments for years to which the 1951 


amendments were applicable, neither the 
courts nor even the Commissioner invoked 
Section 22(b)(1) of the 1939 Code. 


Moreover, the judicial decisions that 
voluntary payments are tax-exempt are 
grounded on Section 22(b)(3) of the 1939 
Code, which excludes gifts from gross 
income. This section has been retained 
verbatim in the 1954 Code (Section 102(a)). 
Should not a taxpayer therefore have the 
same right to prove that a death benefit 


was intended as a gift? 


But if such were the interpretation, 
wouldn’t it so emasculate the changes made 
in the new Code as to render them useless? 
Their application would be restricted, but 
they would hardly be useless. For one 
thing, the aforementioned noncontractual 
types of payments heretofore held fully 
taxable would now have the benefit of the 
exclusion, But perhaps of paramount im- 
portance is the fact that certainty will now 
prevail where none existed before. The 
first $5,000 will now be tax-exempt in all 
events. This alone would be justification 
enough for this statutory enactment. 


The Commissioner, perhaps inadvertently, 
has given some measure of support to this 
interpretation. A recent ruling states that 
the six months’ pay awarded by the United 
States Government on the death of a member 
of the Armed Forces is a gift and, therefore, 
not taxable for income or estate tax pur- 
poses (Rev. Rul. 55-330, I. R. B. 1955-22, 
13, for income tax and Rev. Rul. 55-581, 
I. R. B. 1955-38, 14, for estate tax). Thus, 
in effect, the Commissioner recognizes that 
the new Code provisions are not so ail- 
embracing as to allow for no exceptions. 
If such payments for deceased soldiers are 
exempt as gifts, may it not be argued that 
payments heretofore considered by the courts 
as gifts, on the authority of the United 
States Supreme Court’s decision in the 
Bogardus case, cited above, are similarly 
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excepted? The proposed regulations appear 
to avoid the issue. The Commissioner, 
as is his duty, will probably resist such 
a limited use for Section 101(b). The con- 
troversy should prove interesting. 


Deductibility of Payments by Employer 


One might assume that whether or not 
postdeath benefits are deductible by the 
employer would depend on the tax treat- 
ment of the payments to the recipient. 
Were symmetry a fundamental concept 
in tax law, the payment, if taxable, would 
result in a corresponding deduction and if 
a gift, no deduction would be allowed. 
That such a consequence does not neces- 
sarily follow will be evident from the 
ensuing discussion. 


There are no specific statutory provisi- 
sions dealing with the deductibility of such 
payments. The $5,000 exclusion, previously 
discussed, relates only to the income tax 
treatment of the amounts received. The 
Code is silent on the question of de- 
ductibility of such amounts by the em- 
ployer. Warrant for the deduction must 
therefore be had within the language of 
Section 162(a), replacing Section 23(a) of 
the 1939 Code, which in general terms 
provides for the deduction of “all ordinary 
and necessary expenses” of a business. 


(1) Contractual payments.—If the post- 
death payments are made pursuant to an 
employment contract, there is little dif- 
ficulty in establishing the right to a deduc- 
tion. Such payments are in the nature of 
additional compensation for prior services, 
and the normal rules governing the reason- 
ableness of salaries would similarly apply. 
Deductions were allowed in one instance 
for 25 years (H. T. Cushman Manufacturing, 
CCH Dec. 13,580(M), 2 TCM 978 (1943)) 
and in another for 20 years (Bleichroeder, 
Bing & Company, Inc., CCH Dec. 19,459(M), 
12 TCM 117 (1953)). However, as a gen- 
eral proposition, the taxpayer would have 
the burden of proving that the postdeath 
payments, when added to the regular salary 
paid the employee, constitute reasonable 
compensation (Seavey & Flarsheim Broker- 
age Company, CCH Dec. 10,978, 41 BTA 
198 (1940)). 


(2) Voluntary payments.—The deducti- 
bility of veluntary payments is less settled. 
If the purpose in originally according pre- 
ferred tax treatment to recipients of such 
payments was to encourage a desirable 
practice, it was at least as important to 
assure the employer a business deduction. 
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Obviously, an employer would be more 
inclined to make such payments if they 
constituted a recognized expense of doing 
business. Thus, Regulations 45, issued 
under the Revenue Act of 1918, provided 
as follows: 

“When the amount of the salary of an 
officer or employee is paid for a limited 
period after his death to his widow or heirs, 
in recognition of the services rendered by 
the individual, such payments may be 
deducted.” 


This provision remained unchanged in 
subsequent regulations (Regulations 118, 
Section 39.23(a)-9). In I. T. 3329, pre- 
viously discussed, the Commissioner ruled 
voluntary payments over a two-year period 
were nontaxable gifts but, nevertheless, 
deductible. I. T. 4027 modifies the prior 
ruling on the tax treatment to the recipient, 
but leaves the Commissioner’s position on 
the question of deductibility undisturbed. 


Based on the wording of the regulations, 
the prerequisites for deductibility are that 
the payments be for a “limited period” and 
“in recognition of the services” of the 
employee. As indicated, where the corpo- 
rate resolution recited that the payments 
were “in recognition” of services, the Com- 
missioner invariably argued that compen- 
sation was intended and that taxability 
should result. The courts have refused to 
be influenced by this argument, realistically 
recognizing that this almost ritualistic 
language is employed to assure deducti- 
bility. Where the evidence indicated that 
the payments were motivated primarily by 
feelings of sympathy for the widow rather 
than in recognition of past services, the 
deduction was disallowed. (McLaughlin 
Gormley King Company, CCH Dec. 16,622, 
11 TC 569 (1948); W. D. Haden Company, 
CCH Dee. 15,103(M), 5 TCM 250 (1946).) 


It should be noted, however, that in the 
McLaughlin Gormley King Company case, 
frequently cited as authority for nonde- 
ductibility, the Commissioner had already 
allowed deductions for 28 months. The 
sole issue in the case was deductions beyond 


that period, The court did hint, however, 
that it might not have been as liberal as 
was the Commissioner. 


The term “limited period,” as would be 
expected, was found difficult to defire with 
any degree of mathematical exactness. The 
concept was obviously related to reason- 
ableness of amount, though that considera- 
tion was unexpressed, Administratively, 
the Commissioner appeared to follow the 
policy of recognizing salary continuations 
for, roughly, two-year periods (I. T. 3329; 
McLaughlin Gormley King Company, cited 
above (28 months); J. Putnam, Inc., CCH 
Dec. 17,785, 15 TC 86 (1950) (Commis- 
sioner allowed 18 months, but the Tax 
Court extended the period to two years); 
Louise K. Aprill, cited above (22 months) ). 


The Commissioner recently abandoned 
this concept of a “limited period” and sub- 
stituted the criterion of reasonableness. 
If the amounts are reasonable, probably 
not exceeding the equivalent of two years’ 
salary, the actual payments may be stretched 
over a longer period. (Rev. Rul. 54-625, 
1954-2 CB 85.) 


This ruling was subsequently modified so 
that deductions would be allowed only upon 
actual payment, even if accrual of a fixed 
obligation would otherwise be proper (Rev. 


Rul. 55-212, I. R. B. 1955-15, 11). 


The $5,000 exclusion available to re- 
cipients does not necessarily limit the de- 
duction to that amount. If the total sum 
payable is “reasonable” as previously dis- 
cussed, the full amount is deductible even 
if it exceeds $5,000. The excess may be 
taxable income to the recipient. In that 
connection, if the amount is substantial, 
it would be prudent to extend payment 
over a longer period, as now permitted, to 
get the benefit of a lower tax bracket. 


Moreover, if the recipient is the widow, 
account should be taken of the new provi- 
sion under the 1954 Code, allowing to her 
income-splitting benefits for a two-year 
period after her husband’s death, provided 
there is a dependent child (Section 2). 

[The End] 


Several taxpayers, a spot check of the nation has revealed, have 

been trying to borrow dependents from members of 

their families who have an excess for income tax paying purposes. 
This just can't be done—as a Nashville taxpayer found 

when his brother offered to turn over to him for filing purposes two of 


his 11 dependent children. 
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Percentage Depletion of Minerals 
—A Costly Study in Definitions 


By VICTOR C. WHITE and ANDREW W. BRAINERD 


This is a study in definitions which are applicable for percentage depletion 
purposes to those businesses engaged in extracting from the earth any of a variety 
of minerals. Section 319 (a) of the Revenue Act of 1951 amended 1939 Code Section 
114 to allow percentage depletion for the first time on certain natural mineral 
deposits which did not previously enjoy a similar economic incentive. 

The article covers the question of whether ‘‘stone”’ is entitled to percentage 
depletion and also the “‘base’’ against which any percentage allowance is applied 


to obtain the net deduction for depletion. 


Sections 612 and 613 of the 1954 Code correspond to 1939 Code Section 114. 


There is still time to file claims for 


refund on overpayments made in 1952 and subsequent tax years. 


| ee THE COURSE of business life there 
are occasions, however few, when the 
tax man suddenly glimpses an old subject 
in a totally new and unfamiliar perspective 
yet the propriety of which in some way be- 
comes manifest at the moment of the revela- 
tion. Though the errors of years past may 
then at once pass painfully in review, the 
availability of future benefit may well per- 
suade that more good than harm will issue 
irom the experience. The situation is no 
doubt common to all the professions, for- 
tunately more remediable in the field of 
taxes than in many others. Mistakes in 
medicine, for example, derive no benefit 
from the statutes of limitation. 

For those businesses which are devoted 
to extracting from the earth any of a variety 
of minerals,’ the present article may possibly 
serve as this kind of experience, yet be 





1A partial list of the minerals which are re- 


ferred to in this study as having been entitled 
to substantial depletion allowances in the 1951, 
1952 and 1953 tax years includes (but is not 
limited to) the following: alabaster, anhydrite, 
basalt, chalsidony, chert, conglomerate, flint, 
gypsum, mudstone, obsidian, olivine, porphyry, 
sandstone, and tourmaline. For the tax years 
1954, 1955 and future years, this list includes all 
minerals except that it does not include soil, 
sod, dirt, turf, water or mosses, or minerals 
from sea water, the air, or similar inexhaustible 
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a timely one if, it being appropriate in the 
individual instance, an action for refund 
is brought promptly.* The area of error re- 
ferred to lies in the field of depletion. It 
should most accurately be divided into two 
separate inquiries, either or both of which 
may have specific application to the tax 
picture, past, present and future, of any 
company engaged in this extractive activity: 


Inquiry I: Irrespective of its tax treat- 
ment in the past, is not the mineral in 
question entitled to an allowance for per- 
centage depletion? 

Inquiry II: Irrespective of its tax treat- 
ment in the past, if the mineral is entitled 
at all to the allowance for percentage de- 
pletion, what is the most advantageous 
method or basis, supported by law, of com- 
puting “gross income from the property” 





sources. See Sec. 613(b)(6)(A) and (B), 1954 
Code. 

2In most instances claim for refund for 1952 
overpayments must be filed by March 15, 1956, 
only one month from the approximate date of 
distribution of this publication. In some in- 
stances (particularly where a subsequent de- 
ficiency was paid) the 1951 tax year may still 
remain open for refund for a few additional 
months. As to 1953 and subsequent years, there 
remains not less than one full year in which to 
file claims. 
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Mr. White is a CPA (Illinois and 
Tennessee) and Mr. Brainerd, a 
Chicago attorney. They acknowledge 
with gratitude the valuable 

assistance of Theodore Spak, CPA 
(Illinois), in investigating with 

them the legislative and judicial 
background of the present material. 


(the base against which the percentage 
allowance is applied to obtain the net de- 
duction for depletion) ? 

These two inquiries will be pursued in 
that order in the pages which follow. 


Is the Mineral Entitled 
to Percentage Depletion? 


It was recently noted with accuracy that, 
as an income tax concept, percentage deple- 
tion is entirely a creature of our tax statutes, 
that for this reason we must distinguish 
between this legal creation and the eco- 
nomic or geological idea of depletion.’ Al- 
though both are based upon the concept of 
exhausting or “using up” a natural re- 
source, similar in principle to the idea of 
the depreciation of property, the tax allow- 
ance of percentage depletion is purely a 
product of what, at a given point in time, 
our law declares it to be, regardless of what 
physical or economic exhaustion may in 
fact be occurring. Such statutory allowances 
have been consistently increased in scope 
since the passage of our first income tax 
act in 1913. The last of these was a broad 
expansion within the statutory categories 
which were included in the 1954 omnibus tax 
bill. The new allowances are consistent 
with the basic theory long followed by our 
legislators that “wildcatters” or “pioneers” 
should be supplied with an economic in- 


ducement to seek out and develop addi- 





* Mertens, Law of Federal Income Taxation 
(Zimet and Diamond Revision), Vol. 4, Sec. 
24.02. 

41939 Code Sec. 114(b) (4) (A). 

51939 Code Sec. 114(b)(4)(A) reads, in major 
part, as follows: 

**(A) In General.—The allowance for deple- 
tion under section 23(m) in the case of the 
following mines and other natural deposits 
shall be— 

(i) in the case of sand, gravel, slate, stone 
(including pumice and scoria), brick and tile 
clay, shale, oyster shell, clam shell, granite, 
marble, sodium chloride, and, if from brine 
wells, calcium chloride, magnesium chloride, 
and bromine, 5 per centum, 

*“(ii) im the case of coal, asbestos, brucite, 
dolomite, magnesite, perlite, wollastonite, cal- 
cium carbonates, and magnesium carbonates, 
10 per centum, 
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tional mineral deposits for the economic 
health of the country. 


With this brief history in mind, let us 
turn to our specific problem which must 
be introduced by referring to the law gov- 
erning the allowance for depletion which 
was in force during the years 1951 through 
1953. Section 319(a) of the 1951 Internal 
Revenue Act amended 1939 Code Section 
114 to allow many taxpayers percentage de- 
pletion for the first time on certain natural 
mineral deposits which did not previously 
enjoy a similar economic incentive already 
available to oil, gas, sulphur, metal mines 
and certain nonmetallic minerals. Specifi- 
cally, subsection 114(b)(4), as amended, 
provided for “Percentage depletion for coal 
and metal mines and for certain other mines 
and natural mineral deposits.” As to “coal 
and metal mines and certain other mines,” 
the statute‘ is reasonably definite as to 
which minerals qualify; but as to “Percent- 
age depletion for other natural 
mineral deposits,” it merely states that 
“stone (including pumice and scoria)” is 
subject to the 5 per cent rate for computing 
percentage depletion. This is the only indi- 
cation in the statute that gives any inkling 
of the limits of that very general classifica- 
tion then known in the Code as “other 
natural mineral deposits Ay 


For those, then, who extract from the 
ground minerals not specifically named in 
1939 Code Section 114(b)(4)(A),* the in- 
quiry narrows to this: Is the mineral they 
mine or quarry a “stone” within the mean- 
ing of the law? If it is, it is entitled 
to depletion at the 5 per cerit rate. Thus, 
what is a stone? 

The framers of the law stated it to be 
their “intention” in using the word “to limit 
such term to its commonly understood meaning. 


Thus, depletion would be allowed in the 
case of common stone which is crushed for 


“dil) in the case of metal mines, aplite, 
bauxite, fluorspar, flake graphite, vermiculite, 
beryl, garnet, feldspar, mica, tale (including 
pyrophyliite), lepidolite, spodumene, barite, 
ball clay, sagger clay, china clay, phosphate 
rock, rock asphalt, trona, bentonite, gilsonite, 
thenardite, borax, fuller’s earth, tripoli, re- 
fractory and fire clay, quartzite, diatomaceous 
earth, metallurgical grade limestone, chemical 
grade limestone, and potash, 15 per centum, 
and 


(iv) in the case of sulfur, 23 per centum, 


of the gross income from the property during 
the taxable year . . Such allowance shall 
not exceed 50 per centum of the net income of 
the taxpayer (computed without allowance for 
depletion) from the property ~ 
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use in building roads but would not be 
allowed in the case of precious stones such 
as diamonds.” * Their endeavor, apparently, 
was to avoid resort to some esoteric formula. 
They also said it “is intended, in any case 
where a mineral is specifically provided for 
at a stated rate of percentage allowance, 
that the specific provision will govern over 
the allowance provided (whether higher or 
lower) for a more general classification.” It 
is apparent, then, that while dolomite is a 
stone, it may also be metallurgical grade 
limestone. If dolomite is of metallurgical 
grade it would qualify for percentage deple- 
tion at the 15 per cent rate (because it is 
specifically named in the statute) rather 
than the “dolomite” rate of 10 per cent or 
the “stone” rate of 5 per cent. Clearly then, 
in setting up the new statutory section 
Congress recognized that there would be an 
overlapping of categories.’ As to this, in the 
course of debate on the bill in the Senate, 
Secretary Humphrey stated: * 


“In section 319 of the pending bill 
it is proposed to add 25 new minerals. If 
there is any substance in a natural state 
which has been omitted, I cannot think 
of it. This section refers to sand, gravel, 
slate, stone, brick and tile clay.” 


The categories named, even to a senator 
who opposed the bill, were held to be all- 
inclusive. 


“Starting with the readily to be accepted 
premises that Congress, in legislating, deals 
with realities and uses words and terms in 
their ordinary, obvious, and generally ac- 
cepted meanings,” Judge Van Fossan of the 
Tax Court found, in construing this deple- 
tion section of the Code in a recent case,’ 
that the word “talc,” as there used, referred 
to the product which was “known in indus- 
try and commerce,” rather than some un- 
marketable mineral found only as a “museum 
specimen.” His edict is clear, as is that of 
the Congress, that the word “stone” as here 
used should be read in its ordinary and 
natural sense.” It may consequently serve 
us well to turn to what is the “commonly 
understood meaning” of the general classi- 
fication of “stone.” 


According to Webster’s Collegiate Dic- 
tionary, a word guide of very wide domestic 


circulation, the word “common” means: 





* 1951-2 CB 630. (Italics supplied.) 

* See preceding footnote. 

* 97 Congressional Record 11742 (1951). 

* International Tale Company, CCH Dec. 
18,016, 15 TC 981, at p. 987. 

%” The Supreme Court has often held that the 
language of the tax statutes should be so read. 


Depletion of Minerals 


“1. Belonging or pertaining to the com- 
munity at large; public 3. Shared 
similarly by two or more individuals or 
species or by all the members of a group 
or kind. 4. Of ordinary occurrence or 
appearance; familiar. 5. General or prev- 
alent; as common knowledge.” It would 
appear, therefore, that a “commonly under- 
stood meaning” would be the understanding 
of the community at large, or as a whole, 
and clearly not the understanding of tech- 
nical experts; the “commonly understood 
meaning” of the word “stone” is what the 
community at large believes it to be. There- 
fore, we would be justified in referring again 
to Webster’s Collegiate Dictionary for the 
“commonly understood meaning” of the 
word “stone.” It is there defined as: “1. 
Concreted earthy or mineral matter: a. A 
small piece of rock. 6. Rock or rocklike 
matter as a material, esp. for building. 
2. A specific piece of rock, etc.; esp. a 
gravestone. A grindstone; also a whet- 
stone .’ The same authority holds a 
“rock” to be “a large concreted mass of 
stony material; also, broken pieces of such 
masses.” The circle is thus closed by the 
tautology which these definitions develop: 
“A stone is a rock is a stone;” in other 
words, stone is rock and vice versa, and 
both are a concreted mass. In view of these 
definitions, and the legislative record as well, 
it would seem but reasonable that the legis- 
lative intent in including the word “stone” 
in the section“ was to provide for percent- 
age depletion, at the 5 per cent rate, for all 
minerals commonly regarded as rock or 
stone which in their natural state are found 
in a concreted mass and which are not 
otherwise specifically provided for in Section 
114. Yet it is probable that many taxpayers 
who mine or quarry stone or rock in the 
United States and elsewhere have not taken the 
depletion allowance guaranteed them by this 
section during the years in question. More- 
over, no doubt many who have taken the 
deduction have had it disallowed on audit. 
This action has been based on the fact that 
notwithstanding the authorities just cited, 
the Commissioner issued a terse and very lim- 
iting regulation which defined “stone” only 
as “all common dimension, crushed or 
broken stone within the ordinary meaning 
of these terms.”” Such administrative ac- 


tion delimited very substantially the mean- 





See, for example, Helvering v. San Joaquim 
Fruit and Investment Company, 36-1 ustc { 9144, 
297 U. S. 496. 

1 1939 Code Sec. 114(b) (4) (A) (i). 

2 Regs. 118, Sec. 39.23(m)-5. 





ing of the word “stone” which the members 
of Congress had expressly stated as their 
intended meaning in the enactment of the 
section. Under the regulation, as thus nar- 
rowed, the term has been officially construed 
to embrace only those minerals which are 
used or intended for use for aggregate, road 
stone, or building stone, a definition far 
afield from that originally contemplated by 
the legislators.. One may quickly observe 
that pumice stone is unfit for any of the 
purposes stated in the regulation, yet the 
statute specifically states that it is included 
in the classification of “stone.” Thus, by 
its own terms, the regulation does violence 
to the statute. 

The so-called “end use” 
test employed by the Internal Revenue 
Service merely means that the mineral in 
question will qualify for percentage deple- 
tion according to the usage to which it is 
put, rather than according to the nature or 
grade of the mineral. This concept was 
discarded by our legislators (see H. R. 
2537, Eighty-first Congress) in proclaiming 
the law as we know it, but it was salvaged 
by the Internal Revenue Service and in- 
corporated into its regulations. Nowhere 
in the body of the Code or legislative his- 
tory is there to be found any justification 
for an “end use” test; however, there is 
justification for the use of a grade or spe- 
cifically named minerals test regardless of 
the minerals’ “end use.” 


“ 


“use” test or 


In view of this controversy it may be 
well to note the technical and judicial defi- 
nitions of the “stone”: The United 
States Department of the Interior, Bureau 
of Mines, defines Concreted 
A small piece of 


word 


“stone” as “1. 
earthy or mineral matter. 


rock. Rock or rocklike material for build- 
ing. Large natural masses of stone are 
generally called rocks; small or quarried 
masses are called stone; and the finer kinds 
gravel or sand ”™ And in an early 
federal case, the court defined stone as 
“earthy or mineral matter condensed into 
a hard state.”” It therefore appears from 
a lay, technical and judicial point of view 
that the meaning of the word “stone” is 
merely “a concreted earthy or mineral 
mass,” and that our legislators so intended 
the term in the enactment of Section 114, 
limited only by the introductory caption of 
“|, certain other mines and natural mineral 
deposits.” 


What Is the Most Advantageous Basis, 
Supported by Law, for Computing 
Percentage Depletion of Minerals? 


After it is determined that a mineral is 
entitled to an allowance for percentage de- 
pletion, a second and basic inquiry arises: 
What figure should be used as a basis from 
which the deduction for depletion should 
be computed? Thus, if we know that a cer- 
tain mineral is entitled to a depletion allow- 
ance of 5 per cent, we must ascertain what 
base this 5 per cent rate should be applied 
against to obtain the maximum statutory 


deduction. 


In legal language the answer is quite 
clear: the percentage depletion figure (5 
per cent in the example given) applies to 
“the gross income from the property during 
the taxable year.”™" “Gross income from 
the property” is specifically defined in the 
body of the Code’s depletion sections as 
meaning “the gross income from mining.” * 





% The exact words of the statute say that 
“stone (including pumice .. .) .”’ shall be 
entitled to the depletion allowance. See 1939 
Code Sec. 114(b) (4) (A) (i). 

“Albert H. Fay, A Glossary of the Mining 
and Mineral Industry. (United States Bureau 
of Mines Bulletin 95, reprinted in 1947 from 
the 1920 edition, without change.) 

“Jenkins v. Johnson, 9 Blatcheford 516 
(CCA-2, 1872). 

% The statute excludes from ‘‘gross income 
from the property’’ the rents or royalties paid 
by the taxpayer during the taxable year in 
respect to the property. 1939 Code Sec. 114(b) 
(4)(A). In addition, the allowance for deple- 
tion cannot exceed 50 per cent of the net income 
of the taxpayer from the property. 

71939 Code Sec. 114(b)(4)(B) 
follows: 

“(B) Definition of Gross Income from Prop- 
erty.—As used in this paragraph the term 
‘gross income from the property’ means the 
gross income from mining. The term ‘mining,’ 
as used herein, shall be considered to include 
not merely the extraction of the ores or min- 
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erals from the ground but also the ordinary 
treatment processes normally applied by mine 
owners or operators in order to obtain the 
commercially marketable mineral product or 
products, and so much of the transportation 
of ores or minerals (whether or not by com- 
mon carrier) from the point of extraction 
from the ground to the plants or mills in which 
the ordinary treatment processes are applied 
thereto as is not in excess of 50 miles unless 
the Secretary finds that the physical and other 
requirements are such that the ore or mineral 
must be transported a greater distance to such 
plants or mills. The term ‘ordinary treatment 
processes,’ as used herein, shall include the 
following: diii) in the case of iron ore, 
bauxite, ball and saggar clay, rock asphalt, and 
minerals which are customarily sold in the 
form of a crude mineral product—sorting, con- 
centrating, and sintering to bring to shipping 
grade and form, and loading for shipment; 
and (iv) in the case of lead, zine, copper, gold, 
silver, or fluorspar ores, potash, and ores 
which are not customarily sold in the form of 
the crude mineral product—crushing, grinding, 
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“Mining,” the statute further states, is to be 
considered to include “not merely the extrac- 
tion of the ores or minerals from the ground 
but also the ordinary treatment processes nor- 
mally applied by mine owners or operators in 
order to obtain the commercially marketable 
mineral product ....”™ (Italics supplied.) 
The meaning of the words just quoted an- 
swers the present inquiry in words as pre- 
cise as the lawmakers could form them. 
Fortunately, decided litigation substantially 
aids our search to ascertain how, in a spe- 
cific case, the section permits the inclusion, 
within the concept of “mining,” of certain 
postextraction treatment processes which in 
fact have no relationship to mining, but 
which, no doubt by many, are erroneously 
regarded as unrelated costs of “manufactur- 
ing” and consequently, at considerable tax 
cost, have been omitted from the basis of 
computation of the depletion allowance. A 
simple example illuminates the issue. 

The Hitchcock Corporation mines talc, 
a soft mineral, all of which it makes into 
either crayons or pulverizes into powder, 
two household products. The talc, which is 
not marketable until it becomes either powder 
or crayon, is mined in this way: 


(1) It is first blasted below the ground 
surface. 


(2) It is then hoisted about 300 feet to 
the surface of the ground. 

(3) There it is divided as to quality. 

(4) It 
mill. 

(5) It is 
about % 


is then conveyed to the crayon 


then sawed into small blocks 
inch square and five inches long. 
(6) The five-inch-long blocks are then 
rounded into crayons about % inch in 
diameter. 
(7) These crayons are then 
cartons and baled for shipment. 


crated in 


(8) Remnants and scrap are pulverized 
into powder, then placed into 50-pound bags. 


Under these facts, one would no doubt 
conclude that all of steps (4) through (8) 
are “pure manufacturing processes” which 
bear no relationship to “mining;” that con- 


sequently they are not to be included in the 
base against which the percentage depletion 
factor is applied. But the law does not say 
that. To the contrary, on these precise 
facts a federal case recently held that “it 
seems perfectly clear that Congress in- 
cluded in ‘mining’ the expense necessary to 
complete the product into a mazketable 
product . . . that Mining shall include ‘the 
ordinary treatment processes normally ap- 
plied by mine owners or operators in order 
to obtain the commercially marketable 
mineral product or products’.”” In the 
instance of talc, the processes here num- 
bered (4) through (8) were those “normally 
applied by mine owners to obtain commer- 
cially marketabte products.” It being agreed 
that the raw product was not marketable 
except in the form of craycns or powder, all 
steps necessary to produce these marketable 
products (steps (1) through (8)) come 
within the meaning of the word “mining” 
under the Act “and the gross income from 
the sale of powder and crayons should be 
the basis for arriving at the 15% depletion 
deduction.” 

In the example given, even the cost of 
the bags for the powder and the containers 
for the crayons were held to be costs of 
“mining” because “they are necessary ex- 
penses for marketing the products.” The 
“gross sales” figure for the completed prod- 
ucts “should not be diminished on account 
of their (the containers’) cost.” To sum- 
marize the this the 
court said: 


rationale of decision 

“Congress clearly provided that the cost 
of obtaining a taarketable product should 
come within the definition of Mining and 
the same basis should be applied to sales. .. . 
It seems immaterial whether that process 
be one of manufacture . . . or some other step; 
that which was essential to obtain the first 
marketable product is an expense of mining 
and the gross sales of the product so mined 
is the gross income from which the 15% 
depletion is to be taken.” 

The case just analyzed calls for no fur- 
ther technical refinement. In gist, a// proc- 
esses normally applied in both the mining 





(Footnote 17 continued) 

and beneficiation by concentration (gravity, 
flotation, amalgamation, electrostatic, or mag- 
netic), cyanidation, leaching, crystallization, 
precipitation (but not including as an ordinary 
treatment process electrolytic deposition, roast- 
ing, thermal or electric smelting, or refining), 
or by substantially equivalent processes or com- 
bination of processes used in the separation or 
extraction of the product or products from the 
ore, including the furnacing of quicksilver 
ores."’ 
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% See preceding footnote. (Italics supplied.) 

” The case is Hitchcock Corporation v. Town- 
send, 55-2 usrc { 9585, 132 F. Supp. 785 (DC 
N. C., 1955). It is supported by Riley v. Doug- 
lass, 55-1 ustc { 9340, 221 F. (2d) 146 (CA-9), 
where it is said ‘‘that if Rileys had milled and 
treated their own ore as Getchell did its own, 
then Rileys would have been entitled to deple- 
tion on the full amount (gross income) it re- 
ceived from the sale of concentrates (as opposed 
to sale of crude ore).’" (Italics and paren- 
theses supplied.) 
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and manufacture of the mineral product, up 
to the point at which it is marketable com- 
mercially, are properly included in the 
depletion base. The Tax Court so held in 
1950 in another case which finds “complete 
authority” in the law as enacted by Congress 
for adding the diverse costs of similar post- 
extraction benefication to arrive at a proper 
basis for computing depletion.” The evi- 
dence required to sustain the inclusion of 
these processes must merely prove that (a) 
the procedures followed in the mining, mill- 
ing or even manufacturing of the product 
are “ordinary treatment processes” normally 
applied throughout the industry, and (b) 
these processes are requisite to render the 
product commercially marketable. The first 
of these evidentiary requirements needs but 
slight elaboration; a further analysis of the 
second will perhaps determine the present 
inquiry most incisively. They will now be 
considered in that order. 


What are “ordinary treatment processes”? 
—“Ordinary treatment processes” are spe- 
cifically defined by the 1939 Code in the 
cases of coal, sulphur, iron ore, bauxite, 
ball and sagger clay, rock asphalt, and 
“minerals which are customarily sold in the 
form of a crude mineral product.”™ The 
term is by statute also defined in its appli- 
cation to lead, zinc, copper, gold, silver, 
fluorspar ores, potash “and ores which are 
not customarily sold in the form of the 
crude mineral product.”™ The statute does 
not define what the “ordinary treatment 
processes” are in the case of minerals (not 
ores) which are “not customarily sold in 
the form of a crude mineral product.” Sig- 
nificantly, the Commissioner attempted by 
regulation to expand the statutory limitation 
on processing of “ores not customarily sold 
in the form of the crude mineral product” 
by substituting the word “minerals” for the 
word “ores” in his regulation.” However, 
in Cherokee Brick & Tile Company v. U. S..™ 
Judge Davis said, in holding this portion of 
the regulation to be invalid, “The defend- 
ant contends that there is no. distinction 
between ores and minerals and that the 
words are synonymous. The Court does 
not agree. The term ‘minerals’ includes 
ores; the term ‘ores’ does not include min- 


orale: . . .” 
%” International CCH Dec. 
18,016, 15 TC 981. 
11939 Code Sec. 
(Italics supplied. ) 
21939 Code Sec. 114(b)(4)(B) (iii). 
supplied.) 


Tale Company, 
114(b)(4)(B)(i) and (ii). 


(Italics 
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By what criteria, then, are we to judge 
what “ordinary treatment processes” are 
meant to include in the case of a mineral 
not “customarily sold in the form of a crude 
mineral product”? On this question the 
statutes and the legislative record are silent, 
and we are limited to a construction of the 
plain words of the statute which describe 
such processes merely as those “normally 
applied by mine owners or operators in 
order to obtain the commercially marketable 
mineral product.” Where only 9% per cent 
of the total industry output of a given min- 
eral is subjected to a certain “treatment 
process,” it would no doubt be generally 
agreed that such a process should not 
qualify as “normally applied” within that 
industry, especially where the product is 
marketable without such process. And the 
Tax Court has so held.* Were this per- 
centage to rise toward and above 50 per 
cent, it would probably be similarly agreed 
that such a process did approach the de- 
scriptive words “ordinary” and “normally 
applied.” The question, then, of what proc- 
ess does or does not qualify as “ordinary” 
and “normally applied” might most accu- 
rately be said to be an evidentiary problem, 
to be determined on the basis of the facts 
adduced in a given case. 


What is the “commercially marketable 
mineral product”?—The words of Congress 
guarantee mine operators a depletion allow- 
ance on all income produced by expenses 
necessarily incurred in “ordinary treatment 
processes” pursued to obtain the “com- 
mercially marketable mineral product.” 
Even apposite transportation costs are in- 
cluded.™ If we can ascertain the point at 
which the mineral product is “commercially 
marketable,” following procedures normal 
and usual within the industry, we will have 
a precise indicator as to which “ordinary 
treatment processes” are includible (that is, 
incurred prior to that point) and which are 
not includible (incurred thereafter) in the 
computation of “gross income from min- 
ing,” the base against which the percentage 
depletion factor is applied. Naturally, the 
more processes includible in arriving at the 
“commercially marketable mineral prod- 
uct,” the higher will be the base and conse- 
quently the larger the depletion allowance 
available as a deduction to the mine oper- 


3 Regs. 111, Sec. 29.23(m)(1)(f)(4) and Regs. 
118, Sec. 39.23(m) (i) (f) (1) Civ). 

#* 55-1 usrc 7 9168, 218 F. (2d) 424 (CA-5). 

% Black Mountain Corporation, CCH Dec. 
20,171, 21 TC 746. 

©1939 Code Sec. 114(b)(4)(B) (above at foot- 
note 17), and 1954 Code Sec. 613(c)(2). 
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ator (assuming that the statutory limitation 
on such depletion allowance of 50 per cent 
of the met income does not apply). 

The inquiry commences in the knowledge 
that the regulations treat the phrase “com- 
mercially marketable mineral product” as 
meaning the “first commercially marketa- 
ble mineral product.”™" The courts have 
construed this interpretation as reasonable 
“if not the only one possible;”™ at least 
the construction is tenable as to those 
mineral products resulting from subsequent 
operations where the products produced, 
having been subjected to prior “ordinary 
treatment processes,” had im fact already 
arrived (not might have already arrived) at 
a “commercially marketable product.” * Nor 
is the doctrine impaired in those instances 
where well refined or multiprocess prod- 
ucts did not arrive, at any prior stage, at 
an actual “commercially marketable prod- 
uct,” and the income from the sale of which 
fully processed product is included in full 
as “gross income from the property.” 

In a recent case the plaintiff, a brick 
producer, contended that all of its pro- 
duction processes came within the statu- 
tory definition of mining, that the proper 
depletion allowance was 5 per cent of the 
selling price not of the clay which it mined, 
but of the finished, burnt brick and tile, 
F. O. B. plant, loaded for shipment. The 
government argued that percentage deple- 
tion was granted only to mineral deposits 
of clay, that subsequent manufacturing may 
make the products produced from clay 
more saleable, but the first commercially 
marketable mineral product is the clay it- 
self. The court, approving the allowance 
of depletion on the finished brick basis, 
answered this argument in the following 
manner: 


“The complaint alleges that, of the brick 
and tile clay mined in the United States, 





™ Regs. 111, Sec. 29.23(m)-1. 

% Black Mountain Corporation, 
20,171, 21 TC 746, at p. 756. 

* The same at pp. 757-758: The reasoning 
expressed in the text at this point finds support 
in every litigated case cited in the present 
article. 

%® Cherokee Brick & Tile Company v. U. 8., 
54-2 ustc { 9432, 122 F. Supp. 59 (DC Ga., 1954) 
aff'd in 55-1 ustc { 9168, 218 F. (2d) 424 (CA-5). 
The Internal Revenue Service has not accepted 
the principle enunciated in this case, but con- 
tinues to rule in direct contravention of it. See 
Rev. Rul. 55-244, I. R. B. 1955-17, p. 8. 

* &In New Idria Quicksilver Mining Company 
v. U. 8., 442 ustc § 9460, 144 F. (2d) 918 
(CCA-9), it was held that where no saleable 
product was available from the crude cinnabar 
ore, percentage depletion would be applied to 


CCH Dec. 


Depletion of Minerals 


there is opportunity for the sale of only a 
negligible quantity before it is put into the 
form of burnt brick and tile. This allegation 
is admitted in the answer of the appellant 
[United States]. For this and other rea- 
sons (but mainly for this one) the 


judgment appealed from should be affirmed.” 


The law enunciated in this case might 
be paraphrased as follows: Where only a 
negligible quantity of a mineral is subject 
to sale in commercial quantities, a “com- 
mercially marketable mineral product” has 
not yet been achieved. Certainly where no 
saleable product is availabie from the crude 
product such a state has not been reached,” 
nor even when 5 per cent of the gross 
product is marketable in crude form.” To 
be sure, a producer cannot claim a de- 
pletion basis beyond the stage of production 
at which he actually sells his product, irre- 
spective of what might have been the first 
“commercially marketable” stage under 
normal conditions.“ Nor are mineral prod- 
ucts resulting from operations subsequent 
to the first “commercially marketable min- 
eral product” to be considered the -result 
of “mining” operations where there is a 
clear-cut market for the precise product 
being processed at any earlier stage in its 
processing—crude oil, for example, is sale- 
able in precisely that form without any 
additional processing.“ In the Cherokee 
Brick & Tile Company case, just described, 
it was held that “the term ‘commercially 
marketable mineral product’ is unambigu- 
ous and must be assigned its ordinary 
meaning; i: e., a mineral product marketable 
in commerce. Before a product can be 
considered commercially marketable there 
must exist a market for such product.” 


Thus, it might be accurately said, by 
way of summarization, that only where a 
“significant” or “substantial” portion of the 
mineral product in its actual, not possible, 


gross income from the sale of the mercury in 
flasks as this was the first marketable product. 

® Internationa! Talc Company, CCH Dec. 
18,016, 15 TC $81 (1950) holds a ‘“‘market’’ to be 
existent only when the percentage of mineral 
product sold xt the crude stage becomes of 
some importance and where there is a ‘‘rec- 
ognized’’ market. In this case, at page 985, it 
is stated: ‘Of the commercial tale reported 
as sold in the crude form, less than 5% was 
produced or sold in the eastern part of the 
United States.’’ Hence, the court recognized 
that some crude taic was sold, but did. not con- 
sider it enough to make crude talc the first 
commercially marketable product. 

* Riley v. Douglass, above at footnote 19. 

% Brea Canon Oil Company, CCH Dec. 8,426, 
29 BTA 11%, aff'd, 35-1 usrc § 9339, 77 F. (2d) 
67 (CCA-9). 
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form is subject to commercial sale should 
it be regarded as having reached what the 
statute terms a “commercially marketable” 
stage in its production. One may note that 
where only an insignificant or insubstantial 
portion of the crude mineral production has 
actually been sold, the courts have chosen 
to ignore it as immaterial. Conversely, if 
only an insignificant or insubstantial por- 
tion of the crude mineral remains unsale- 
able, the probability is that a court would 
hold that a “commercially marketable prod- 
uct” exists for the entire production in its 
crude form. Query: How large must the 
unsaleable' portion of production be to have 
the whole recognized as unmarketable in 
its crude form? A specific answer to the 
inquiry can lie, again, only in the evidence 
presented in, and the circumstances sur- 
rounding, a given case. The foregoing 
analysis must therefore be confined to an 
endeavor to point out the extreme limits 
of each of the terms used and to reflect the 
nature and extent of proof necessary to 
vindicate the depletion basis claimed. 


Erroneous “roll-back” concept of deter- 
mining the percentage depletion base.—To 
understand why the courts have voided liti- 
gated Treasury attempts to enforce the 
“roll-back” theory of arriving at a base for 
computing percentage depletion, one must 
first understand the term itself. To “roll- 
back” simply means that, in determining the 
base against which the statutory depletion 
percentage is to be applied, the gross income 
from the mineral product actually sold is 
“rolled” or adjusted “back” to a figure 
which is believed to represent the true “gross 
income” not of the mineral product actually 
sold but of the mineral had it been sold at 
that stage in its processing at which a portion 
of production became first marketable com- 
mercially. The theory necessarily presup- 
poses that costs and profits move in pro 
rata concomitance. Consider an example. 


The International Talc Company, previ- 
ously referred to in this study, mined and 
sold tale products. It claimed to be entitled 
to apply the statutory percentage depletion 
(15 per cent) against the actual gross in- 
come from the sale of its completed talc 
products. This gross income basis of course 
reflected the cost incurred in mining the 
crude talc ore, crushing, grinding and other- 
wise processing and packaging it to render 
it commercially marketable in final form. 
The Commissioner of Internal Revenue 


% International Talc Company, 
18,016, 15 TC 981, at p. 986. 
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claimed, however, that the depletion “base” 
should reflect only the “actual mining cost” 
exclusive of processing costs; in order to 
arrive at this result “he calculated an arti- 
ficial or theoretical sale price for crude tale 
ore at the head of the mine shaft. He then 
assumed that 40 per cent of such assumed 
sales price represented the sales price of the 
chemically pure talc content of the crude 
ore.” ® In holding the statute to be “a posi- 
tive prohibition against the doing of the 
very thing here done” by the Commissioner, 
the Tax Court ruled that the processes fol- 
lowed by the company were “ordinary 
treatment processes usually applied” within 
the talc industry, that the mineral product 
first became “commercially marketable” as 
powder, which form required all of the 
prior processing. The “rolling back” of the 
depletion base to an artifical level was held 
to be “predicated on a purely hypothetical 
concept” which “ignores entirely the realities 
of the tale industry.” 


If it is acknowledged that no “commer- 
cially marketable” mineral product had in 
fact been obtained prior to the point at 
which it is actually sold, a “roll-back” of 
gross income to a hypothetical figure is, ac- 
cording to Cherokee Brick & Tile Company 
v. U. S..™ clearly not possible. The court there 
so stated in language so direct and un- 
equivocal that it would seem to repel per- 
manently any further attempt at enforcing 
the roll-back theory. The words of the fed- 
eral district court, affirmed in the circuit 
court of appeals, are these: 


“It is this Court’s opinion that the ‘first 
commercially marketable product test’ was 
used because at no earlier stage would it be 
possible to determine just what would be 
the gross income from mining. If it be de- 
termined that mining includes processes (a) 
through (h) how could this Court compute 
the gross income from such operations, 
where the product at that stage had no mar- 
ket? It is true that the Commissioner by 
regulations has provided that in such cases 
the income from each process shall be con- 
sidered as proportionate to costs. This is 
obviously a pure fiction which might be false 
more often than true. + 


The logical undesirability of using the 
“roll-back” procedure is evidenced by this 
further example: If a mine or quarry op- 
erator should have large development ex- 
penses during a fiscal period and elect to 
charge them off in the year incurred, the 


%* Above at footnote 30. 
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severance or mine cost will be substantially 
disproportionate to what, under generally 
accepted accounting principles, would be 
considered cost on an accrual basis. In this 
event, if the Commissioner of Internal 
Revenue insists on “roll-back,” substantially 
different results would occur from a deple- 
tion computation made on this basis than 
would occur if the taxpayer were on a de- 
ferred write-off basis for such development 
expenses. The taxpayer could thus control 
his tax bill by a planned development pro- 
gram. Such a result would hardly seem to 
have been intended by either Congress or 
the Internal Revenue Service. Furthermore, 
it can scarcely be said with an eye to truth 
that profits are earned “pro rata to cost” 
throughout the production processes, an 
assumption which the “roll-back” formula 
necessarily contemplates. Sales price is gen- 
erally determined by current economic levels, 
stated in current dollars; costs of production 
are a composite of amortized historical ex- 
penditures for fixed assets such as mineral 
deposits and machinery and equipment, plus 
current labor and supply and other costs. 
Thus sales price, costs and profit rarely will 
enjoy a directly proportionate relationship. 
“Profits,” for example, are often earned by 
machinery and equipment which have a low 
historical cost reflected in cost of production 
(via depreciation) but which have a large 
current or appreciated value that accounts 
for the major portion of the profits earned. 
Yet the amortized historical costs would 
attribute only a small profit to this machinery 
and equipment under the “roll-back” method. 

In addition to the above considerations it 
may be observed generally that under any 
theory of “roll-back,” a depletion deduction 
premium is placed on the high cost mine or 
quarry operator and a penalty on the low 
cost operator’ This is so because any profit 
added to the high cost operation to deter- 
mine the fictitious sales price (the figure to 
which the rate is applied to arrive at per- 
centage depletion) will always be higher 
than the same profit added to the low cost 
operation. 

In view of the foregoing it is perhaps fair 
to conclude that “roll-back” is judicially and 
legislatively dead. It remains only to be ad- 
ministratively buried, a stubborn but none- 
theless inexorable process. 


Proper depletion basis for the multiprod- 
uct mineral—We have seen that where a 
recognized market for a mineral product 
does not exist in fact prior to the point of 
its last processing, all of the “treatments,” 
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processing and even manufacturing refine- 
ments which contribute toward its finished 
form are properly includible as costs of 
“mining” within the depletion statute. Where 


_a negligible or insignificant percentage of 


the mineral product is sold prior to the 
point of final processing, the cases hold that 
the point or basis of depletion for the major 
portion of production is not thereby preju- 
diced, but remains at the point of sale of 
the final product. 

Likewise, it is the law that where a signif- 
icant or substantial portion of the mineral 
product is commercially marketable (where 
a market for such portion exists) at a point 
prior to final processing, certainly that por- 
tion, at least, of the total mineral product 
sold at the earlier stage is subject to deple- 
tion at the price at which sold. But how 
does that affect the balance of the mineral 
product?, The answer appears to depend 
upon two factors: (a) whether the exact 
stage of the mineral product at which it is 
sold at the earlier level was reached by the 
balance of the crude mineral, or whether 
this balance was subjected to a different 
series of treatment processes which prevented 
it from ever assuming the precise physical 
form for which in fact a recognized com- 
mercial market existed for the portion sold; 
and (b) assuming that the balance of pro- 
duction had reached the precise physical 
form in which a portion of the whole prod- 
uct was sold, whether a market for sub- 
stantially the entire production existed at 
that point where the porti-in of production 
was sold, or whether the balance of the pro- 
duction required additional processing to 
arrive at a “commercially marketable mineral 
product or products.” To illustrate: Crude 
oil at the casing head is a commercially 
marketable product regardless of whatever 
treatment processes it may subsequently 
undergo. Oil, at that early stage in its 
eventual refinement, enjoys a physical form 
and substance for which a ready market 
exists. To the contrary, tale at the mine- 
head has no ready buyer. Therefore, it 
must be processed into one of two possible 
physical forms in which it will be ‘“commer- 
cially marketable ;” it may be either pulver- 
ized into powder at a cost, let us for present 
purposes assume, of 30 cents per ton of ore, 
or more expensively made into crayons at 
a cost of 60 cents per ton of ore. In such an 
instance the fact that the crude tale ore 
might all have been converted into powder at 
30 cents per ton will not prevent the mine 
operator from spending the 60 cents per 
ton making crayons, thereby entitling him- 
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self to depletion on the 69-cent value basis 
rather than on the 30-cent value. Whether 
the mine operator produces ground tale in 
bags or talc crayons depends in major part 
upon whether he knows or believes he can 
sell one or the other. Naturally, he will 
endeavor to supply the most profitable of 
the two markets. Irrespective of source, the 
gross proceeds of his sales will be deemed 
to be “gross income from the property” as 
he is not bound to sell any portion of his 
production at the lowest price obtainable. 


The difference between the oil (previously 
used as an example) and the talc is simply 
this: the completed crayons at no time be- 
fore their physical completion for sale were 
in an actual, physical form for which a 
market existed. The crayons were not made 
first out of powder then into crayons; had 
they been, they would no doubt have been 
entitled to depletion on the proceeds com- 
puted for hypothetical sales of ground talc 
rather than the actual proceeds from crayon 
sales. Why? Again, simply because they 
would then have had to pass through a phy- 
sical form which, like crude oil, had a readily 
available and directly ascertainable market. 
With oil there was no choice; once it emerged 
from the ground in crude form a ready 
market existed. Consequently, no matter how 
elaborate or expensive the refinement, the 
depletion basis was fixed, limited to the 
available income from the first commercially 
marketable product, that is, the unrefined oil. 

In those industries where a variety of 
products are manufactured from the crude 
mineral product the same rules apply. Where 
no commercial market exists for a signifi- 
cant portion of the total mineral product, 
there is no fact nor legal support upon 
which to compute a depletion basis. If an 
insignificant amount of the mineral product 
is in fact sold at a point in manufacture at 
which a market does not readily exist, it 
would appear that the depletion basis for 
the small amount of the product thus sold 


would be the actual gross income from sales 
made at this premarket state. After this 


point and at the first commercially market- 
able stage of refinement for the bulk of 
production, all of the mineral product which 
in fact passes through these particular re- 
finement processes and up to this latter 
point of full commercial saleability, will be 


held to have reached the point at which by 
statute the depletion gross income must be 
computed (regardless of what disposition is 
then and thereafter made of the production). 
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There is no occasion for the application of 
“roll-back” for the simple reason that the 
existence of a ready market is a sufficient 
and accurate indicator of price to yield a 
reliable figure; by hypothesis, it must be 
possible to know with certainty the physical 
amount of mineral product which has in 
fact reached this stage of refinement. Thus, 
“gross income” will be a known or im- 
mediately ascertainable quantity, simply and 
fairly arrived at. 

As to the other portion or portions of the 
mineral product which have not been treated 
by similar processes and which are passing 
through other channels of refinement, their 
point of depletion is not, nor should it be, 
affected. by the earlier market-readiness of 
the balance of the total mineral product. 
The mineral product which is separately 
refined and which first reaches a point at 
which a market for it exists long after it 
would have been saleable if it had been sub- 
jected to the other type of refinement, is none- 
theless entitled to depletion at its actual last 
stage of refinement necessary to render it 
commercially marketable. To this proposi- 
tion there would be but one limitation, 
namely, the treatment processes which are 
here being considered must be “ordinary” 
ones and such as are “normally applied” 
within the industry. 


Conclusion 

The analysis offered in this study aims at 
suggesting a rationale for a “logical” ap- 
proach to ascertainment of the depletion 
basis in both the single and multiproduct 
mineral industries. Where the varied proc- 
essing practiced is both “ordinary” and 
“normally applied” within the industry, there 
is no reason why depletion should not find 
its basis on a factual pattern rather than on 
a hypothetical one. Where no controversy 
exists as to the existence of a commercial 
market at the various stages in the different 
refinement processes of an industry, little 
reason suggests an attempt to apply the 
depletion basis of but a small portion of the 
whole to the entire mineral product on a 
pro rata basis. Where the bulk of the min- 
eral product has reached no commercially 
marketable form, it would seem unreason- 
able to thus endeavor to claim the depletion 
basis on an artifical calculation which runs 
contrary to fact, and which, fortunately for 
those who mine minerals, runs as well con- 


trary to law. [The End] 
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Government's Hypocrisy 


in Gambling 


By J. HENRY LANDMAN, Attorney, New York City 


Does the United States Treasury Department sanction gambling? You won't find the 
answer here, but you will find an interesting discussion on gambling. You 


may also be surprised at the tax figures which represent Uncle Whiskers 


take."’ 


Are you one of the 50 million Americans who gamble each year? Before 
you answer, remember you may have played bingo at your church last year! 


E AS A NATION are in the anomal- 

ous position of having the most 
stringent antigambling laws in the world 
and of being at the same time the greatest 
gamblers on earth, despite the censure of 
religion and the law. It cannot be refuted 
that the gambling spirit in American life 
is still rampant, whether it takes the form 
of church bingo, horserace betting, card 
games, stock market trading, commodity 
speculation or embarking upon such a pub- 
licly approved venture as a new enterprise. 


Gambling in various forms is as old as 
man. It is not necessarily an evil and may, 
as it has in the past, serve as an important 
type of recreation. Gambling becomes 
social pathology only in the case of the 
inveterate gambler because of his nen- 
productive functions, but then only if he 
stems from the lower economic classes, and 
in the case of those gamblers who are 
asscciated with the lawless elements in 
society. Certainly, there are ample pre- 
ventive and corrective measures to cope with 
this situation without sacrificing the well- 
being of the vast majority of the people. 

The gambling element of chance in vary- 
ing degrees exists in all activities of life. 
It is immoral and illegal only when or 
where it is prohibited, with the result that 
such conduct of a people is approved as 
moral and proper, or disapproved as irre- 
ligious and illegal, depending upon the 
attitudes of church and law at a given time 
and place. Moderate alcoholic drinking, 
ladies’ cigarette smoking and card playing 


11954 Code Sec. 165(d); Regs, 118, Sec. 
39.23(h)-1. 


Gambling 


are illustrations of human conduct that 
formerly had not been deemed proper, and 
have now won a degree of respectability. 
Moreover, games of chance are traditionally 
found and even encouraged in the play of 
children in their guessing and matching 
games. 


Gambling offers thrills stemming from its 
unpredictable outcome. It is an escape 
from the routine and boredom characteristic 
of much of our modern industrial life. 
Society places a premium upon risk and 
chance-taking. It provides, through gam- 
bling, an outlet for many individuals who 
are hedged in by social restrictions and 
by limited business opportunities. Gam- 
bling satisfies for such people their need 


for new experience and pecuniary success. 


Strange to relate, though it is the legisla- 
tive sense and judicial opinion of our anti- 
gambling laws to safeguard the morals and 
welfare of the people, the federal govern- 
ment is in the absurd position of neverthe- 
less taxing the tainted lucre which allegedly 
depraves or demoralizes the gambler—but 
only when it exceeds the taxpayer’s garn- 
bling losses... A complete analysis of the 
federal revenue from these sources is not 
available. However, the occupational gam- 
bler’s annual fee of $50 yielded $1,030,177 in 
1953 and $1,279,580 in 1952.2 This tax 
applies to operators for profit in wagers 
on contests or sports events, punchboards, 
pools and lotteries. In addition thereto, 


the federal 10 per cent transaction tax on 
wagers produced $9,299,946 in 1953 and 


2“Table 6—Summary of Internal Revenue 
Collections, Calendar Years 1953 and 1952, by 
Sources,”’ prepared by Internal Revenue Service. 
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$9,204,889 in 1952. This 10 per cent tax on 
wagers does not apply to amounts bet in 
social or friendly games, in pari-mutuel 
pools or races licensed by the states, in 
contests conducted by otherwise tax-exempt 
charitable, educational, religious, or similar 
organizations, in coin-operated machines 
and in lotteries, card games, roulette games, 
dice games, gambling wheels and bingo 
games.® Furthermore, the annual $20 per 
bowling alley or pool table tax yielded 
$3,501,937 in 1952 and $3,669,764 in 1951, 
and the annual $10 per amusement and 
$150 per coin-operated machine to Novem- 
ber 1, 1951, and $250 thereafter produced 
$16,714,555 in 1952 and $19,296,205 in 1951. 
The excise tax on playing cards of 13 cents 
per pack yielded $7,699,672 in 1952 and 
$6,810,518 in 1951.4 Does the United States 
Treasury therefore sanction gambling? 
About 50 million Americans gamble each 
year. Of these, 26 million play bingo, buy 
lottery tickets, take part in raffles or at- 
tempt to beat the football and baseball 
game pools. About 22 million play dice 


and cards for stakes. Some 19 million bet 
on the outcome of athletic events and 
elections. About 15 million pay nickels, 
dimes and quarters for chances on punch- 
boards to win cash or merchandise. About 
14 million wage a perpetual losing battle 
with the slot and pinball machines. About 
eight million waste their time and money 
trying to beat the numbers game.® 

In the year 1953, there were 26 states 
including New York that permitted on- 
track betting, and the tax revenue there- 
from was the largest recorded annual 
amount in the sum of $138,604,146.° About 
eight million Americans on and off the 
track bet annually on horse races. Massa- 
chusetts permits gambling games to be 
licensed for charitable, religious, fraternal 
or educational purposes. Montana, Idaho 
and Washington allow religious, charitable, 
fraternal or nonprofit organizations to 
operate slot machines under restricted con- 
ditions. And Nevada licenses all forms of 
gambling games and gambling houses. 


What duplicity! [The End] 


| WASHINGTON TAX TALK—Continued from page 86 


H. R. 7282.—This bill would allow a cor- 
poration, for years beginning after 1951 and 
before 1954, to compute its dividends re- 
ceived credit, any credit for dividends paid 
on certain public utility stock, and the 
Western Hemisphere trade corporation credit, 
on the basis of the corporation’s net income, 
without any reduction for any excess of net 
long-term capital gain. It would reverse 
Rev. Rul. 54-28. Refunds might be in order 
for open tax years. No interest would 


be allowed. 


H. R. 7364.—It would incorporate in the 
1954 Code an exemption from documentary 
stamp tax on transfers of certain certificates 
of indebtedness. The exemption was in the 
1939 Code but was inadvertently omitted 
from the 1954 Code. It would exempt from 
the tax on transfers any instrument on which 
the obligor had to make installment. pay- 
ments and was not permitted to make in 
any year a payment of more than 20 per 
cent of the cash amount to which the obligee 
was entitled on maturity. It would be effec- 


tive January 1, 1955. 





?*Summary of Internal Revenue Collections 
1953 and 1952," prepared by Internal Revenue 
Service, April 24, 1953. 

4 See preceding footnote. 

5 Ernest E. Blanche, ‘“‘Gambling Odds Are 
Gimmicked,’’ 269 Annals 77 (1950). 
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Among the many bills awaiting action in 
the House are two which are discussed in 
articles in this issue of Taxes: H. R. 5565, 
at page 115, and H. R. 6802, at page 123. 


The Supreme Court 


Certiorari was denied in the following case: 

Wells-Fargo, 55-1 ustc § 9527 (CA-9).— 
A corporation did not acquire property in 
a tax-free reorganization where the property 
was acquired in a voluntary foreclosure pro- 
ceeding upon open bidding in which one 
outsider participated. The property was 
purchased for the account of the sole stock- 


holder of the transferor, who had also or- 
ganized the transferee corporation. 


The Commissioner 


The final regulations on withholding and 
record-keeping for benefits paid under wage 
continuation plans have been issued. The 
new rules govern all benefits paid on or 
after January 1, 1956, regardless of whether 
they cover a 1955 year-end pay period. 

* Table No. 1, Pari-mutuel and Revenue to 
States from Horse Racing for the Year 1953,"’ 
Final Report of the New York State Joint Legis- 
lative Committee to Study All Laws, Rules and 


Regulations Relative to Horse Racing in New 
York State, Legislative Document (1954) No. 45. 
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“Wilcox” or “Rutkin'’— 
Is the Fog Lifting? 


By SIDNEY GELFAND 


Embezzled money still does not constitute taxable income to the embezzler. On the 
other hand, extorted money may be taxable income in the hands of the 

extorter. The ‘‘claim of right to income"’ doctrine injected into the tax law by 

the United States Supreme Court in the Wilcox case was not 


overruled by the court in the Rutkin decision. 


By denying certiorari in 


the Dix case, which held that moneys appropriated by the president of a closely 
held family corporation were not taxable income, the Supreme Court has indicated 
that its previous holding in Wilcox still has force and effect. 

The author also discusses cases decided subsequent to Wilcox which 


follow the theory in Rutkin. 


HE “claim of right” doctrine injected 

into the tax law by the Supreme Court 
in North American Oil Consolidated v. Burnet, 
3 ustc § 943, 286 U. S. 417 (1932) (see 33 
Taxes 726-742 (October, 1955)) in a case 
dealing with the “when” of income was 
back before the Supreme Court in the cele- 
brated case of Commissioner v. Wilcox, 46-1 


ustc § 9188, 327 U. S. 404, dealing with the 
“right” to income. 


In the Wilcox case the taxpayer, em- 
ployed as a bookkeeper, embezzled some 
$12,000 in 1941 and $10,000 in 1942 by fail- 
ing to deposit to company’s credit amounts 
received in his capacity as bookkeeper. The 
embezzled amounts were lost gambling. 
The company never condoned or forgave 
the taking of the money and always held 
the taxpayer responsible for it. 

The Tax Court in a memorandum opinion 
sustained the Commissioner’s determination 
that the embezzled funds represented tax- 
able income to Wilcox. The Tax Court 


relied on the affirmations of its own opin- 
ions in Kurrle, CCH Dec. 11,648-E, 43 BTA 
1209 (1941), and Humphreys, CCH Dec. 





! McKnight v. Commissioner, 42-1 ustc {§ 9450, 
127 F. (2d) 572 (CCA-5). Wilcox v. Commis- 
sioner, 45-1 ustc { 9264, 148 F. (2d) 933 (CCA-9). 
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11,326, 42 BTA 857 (1940), by the Eighth 
Circuit (42-1 uste J 9357, 126 F. (2d) 723) 
and Seventh Circuit (42-1 uste { 9237, 125 
F. (2d) 340), respectively. 

The Ninth Circuit (45-1 ustc § 9264, 148 
F. (2d) 933) reversed the Tax Court, hold- 
ing Wilcox had no conceivable claim of 
right to the embezzled funds which con- 
tinued to belong to the employer. The 
court stated such funds were quite different 
from those which came to a taxed party by 
the conscious act of their owner, albeit 
through fraud or misrepresentation. 

Because of the conflict among the cir- 
cuits—the Fifth and Ninth sustaining the 
taxpayer and the Seventh and Eighth the 
Commissioner *—the Supreme Court granted 
certiorari. 

A careful reading of the decision dis- 
closes that the Supreme Court was greatly 
influenced by the equities inherent in the 
particular facts of the case and at the same 
time concerned about the application of its 
decision to other nonintended situations to 
the possible disadvantage of the Treasury. 





Kurrle v. Helvering, 42-1 ustc § 9857, 126 F. (2a) 
723 (CCA-8). Humphreys v. Commissioner, 42-1 
ustc { 9237, 125 F. (2d) 340 (CCA-7). 
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Thus the Court prefaced its opinion with 
the statement: “Section 22(a) is cast in 
broad sweeping terms. It indicates the pur- 
pose of Congress to use the full measure 
of its taxing power within those definable 
categories. The very essence of taxable 
income, as the concept is used in Section 
22(a), is the accrual of some gain, profit 
or benefit to the taxpayer.” 

Now, opening the door for relief to the 
taxpayer in the instant case, the Court 
continued: 

“This requirement of gain, of course, 
must be read in its statutory context. Not 
every benefit received by a taxpayer from 
his labor or investment necessarily renders 
him taxable. Nor is mere dominion over 
money or property decisive in all cases.” 

Fearing the escape door of taxation might 
be open just a little too wide, the Court 
next said: 

“In fact, no single, conclusive criterion 
has yet been found to determine in all 
situations what is sufficient gain to support 
the imposition of an income tax. No more 
can be said in general than that all relevant 
facts and circumstances must be considered.” 

The last sentence swept away any firm 
guide ropes and if faithfully applied, per- 
mits the lower courts to use their. discretion 
according to the equities as they see them. 
certain . basic tax principles 
Briefly, these were: 


However, 
were set forth. 

(1) Taxable gain is conditioned upon (a) 
the presence of a claim of right to the 
alleged gain, and (b) the absence of a 
definite, unconditional obligation to repay 
or return that which would otherwise con- 
stitute gain. 


(2) Taxable income does not accrue from 


the mere receipt of property (money) 
which one is obliged to return or repay tc 
the rightful owner, such as a loan or credit. 

(3) The bare receipt of property (money) 
wholly belonging to another lacks the essen- 
tial characteristics of gain or profit within 
the meaning of Section 22(a). 

(4) Moral turpitude is not a touchstone 
of taxability. 

(5) Taxability is determined from the 
circumstances surrounding the receipt and 
holding of money rather than by the use 
to which it is put. 
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Applying these principles to the facts in 
the Wilcox case, the Court held no taxable 
income had been received by Wilcox since 
all right, title and interest in the money 
rested with the employer. The fact that 
the embezzled funds had been dissipated 
gambling did not create taxable income any 
more than the bankruptcy of a borrower 
causes the loans to be treated as taxable 
income to the borrower. 


The Court then pointed out that the 
embezzlement had not been condoned or 
forgiven by tae employer, which might have 
made a difference. The Court specifically 
refused to speculate what its decision would 
have been under such circumstances. 


Furthermore, it felt that the imposition 
of the tax on embezzled funds would only 
serve to give the United States an unjustified 
preference as to part of the money which 
rightfully and completely belonged to tax- 
payer’s employer. 

Justice Jackson took no part in the case 
and Justice Burton dissented, holding Wil- 
cox’s complete possession of the embezzled 
funds, his exercise of dominion over them 
(gambling) and his transfer of possession 
of them to others in such a manner as to 
give recipients title to them, amounts to 
ample enjoyment of the funds and use of 
them as to make them of obvious economic 
value to embezzler and taxable under the 
broad scope of Section 22(a) (1939 Code). 
It should be noted that the tests applied by 
Justice Burton to embezzled funds fit per- 
fectly borrowed funds which are admittedly 
not taxable income. 

Taxpayer's attempts to widen and make 
use of the escape hatch presented by the 
Supreme Court in Commissioner v. Wilcox, 
above, have not been successful. In Currier 
et al. v. U. S., 48-1 ustce $9191, 166 F. (2d) 
346 (CCA-1), an officer and owner of 75 
per cent of the capital stock of a corpora- 
tion (25 per cent previously given to wife 
as a gift) deposited in his personal account 
checks payable to the corporation received 
in payment of merchandise sold by the cor- 
poration. Neither his personal nor the cor- 
porate tax returns reflected such receipts. 
The United States Court of Appeals, First 
Circuit, sustained the United States District 
Court of Massachusetts’ determination that 
the subject receipts were taxable income 
both to the corporation and to the indi- 
vidual stockholder. Neither court would or 
could find the existence of embezzlement 
from one’s own corporation. 
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In U. S. v. Chapman, 48-1 ustc J 9312, 168 
F. (2d) 997 (CCA-7), the taxpayer, presi- 
dent and principal stockholder in Empire 
Packing Corporation, received over-ceiling 
“prices for the sale of the corporation’s 
products, which proceeds were unreported 
by the corporation or the taxpayer. In 
answer to the taxpayer’s reliance on the 
Supreme Court decision in the Wilcox case, 
the United States Court of Appeals, Seventh 
Circuit, pointed out that there was no ques- 
tion the corporation received full payment 
for all meats sold by it and the additional 
income of appellant resulted from a pre- 
mium for such sales by the corporation 
which taxpayer controlled. Thus it was not 
corporate property that was taken but an 
excess payment for which the corporation 
may have had a claim against the taxpayer. 
Moreover, the court believed the stock- 


holder relationship brought the case within 
the orbit of Currier et al. v. U. S., above. 


Rutkin Case 


In Rutkin v. U. S., 51-1 uste $9309, 189 
F. (2d) 431 (CA-3), aff’d, 52-1 uste J 9260, 
343 U. S. 132, we have what at first impression 
appears to be a contradiction to or a backing 
away from the Wilcox decision by the Su- 
preme Court. Rutkin had been found guilty 
in the United States district court for 
evasion of income taxes by failing to report 
as income $250,000 allegedly extorted from 
one Reinfeld. Rutkin, relying on Commis- 
sioner v. Wilcox, above, contended that if 
the money was extorted, he received it with- 
out a claim of right and there existed, there- 
fore, an obligation to return said money. 
Thus, the $250,000 was nontaxable income 
and no evasion of taxes was present. 


The United States Court of Appeals, 
Third Circuit, in a split decision held the 
$250,000 received by Rutkin was taxable 
income since Rutkin had claimed the money 
was due him from an associated venture, 
dating back several years, and Reinfeid 
never denied, according to the record, the 
presence of a claim of right by Rutkin to 
some money. In fact, Reinfeld received a 
general release from Rutkin at the time the 
$250,000 was paid. 

Neither could the court find the slightest 
hint that there existed an obligation for 
Rutkin to repay Reinfeld. Reinield had 
participated in turning the money over to 
Rutkin and thereafter considered the money 
to be Rutkin’s property, allowing Rutkin to 
have undisputed possession for the eight years 
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that had passed and permitting the statute 
of limitations to expire on whatever right 
he might have had to recover the money. 
This latter circumstance the court con- 
sidered as a form of condoning or forgiving 
of the unlawful appropriation, if such it 
was, which condition was not present in the 
Wilcox case. 


The Supreme Court, in a_five-to-four 
split, sustained the court below, although 
it did not agree that Rutkin had any claim 
whatsoever to part of the money regardless 
of releases given. The Supreme Court 
accepted the fact of the jury’s decision that 
Rutkin had no claim to the money and that 
said money had been extorted from Rein- 
feld. 


However, the Supreme Court did agree 
with the Circuit Court that Reinfeld’s 
knowing delivery of the money to Rutkin 
and the unlikely repudiation of the trans- 
action by Reinfeld, gave Rutkin control and 
enjoyment of the funds just as fully as 
though he had unassailable title. 


The Court stated there was no question 
that the $250,000 would have been taxable 
to Rutkin had he obtained it by fraudulently 
inducing Reinfeld to believe taxpayer’s fake 
claims to be true. To hold Rutkin tax free— 
because his fraud was so apparent that it did 
not mislead his victim and the victim paid 
because of fear instead of fraud—was too 
extraordinary a result for the majority of 
the Court. 


A very strongly worded dissent was 
written by Justices Black, Reed, Frank- 
furter and Douglas. These eminent jurists 
were unable to conceive how any better 
claim of right exists to extorted funds than 
to embezzled funds. 


The dissenting Justices felt that the major- 
ity opinion, written by Justice Burton, was 
in effect adopting Justice Burton’s di§sent- 
ing opinion in the Wilcox case and that a 
tax interpretation which Congress had left 
in effect for six years was being altered 
largely as a consequence of a change in 
Supreme Court personnel. 

While recognizing that bootleggers and 
gamblers are engaged in going businesses 
and make profits which are taxable, the 
minority opinion stated “it stretches tax 
interpretation too far to classify the sporadic 
loot of an embezzler, an extortioner, or a 
robber as taxable earnings derived from a 
business, trade or a profession. I just do 
not think Congress intended to treat the 
plunder of such criminals as theirs.” 
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While the dissenting Justices and other 
courts subsequently interpreting Rutkin v. 
U. S., above, have considered that case to 
have overruled in a large measure the legal 
precepts expressed in Commissioner v. Wil- 
cox, above, there are in the writer’s opinion 
important basic differences in the facts of 
the two cases to justify the belief that 
Rutkin did not overrule Wilcox but limited 
the overly broad interpretation that was 
being placed upon the Wilcox decision in 
tax circles, which was probably never in- 
tended by the Supreme Court. 


The misappropriation of funds by Wilcox 
was without the knowledge of his employer 
and his employer did not condone or forgive 
the misappropriation. In fact, Wilcox had 
been criminally prosecuted and his employer 
could not recover only because Wilcox had 
lost the money gambling. Wilcox owed the 
money to his employer just as if he had 
received it as a loan. 


In the Rutkin case, on the other hand, 
Reinfeld gave the money to Rutkin, brought 
no action to recover the money, and from 
the nature of the facts there was practically 
no likelihood Reinfeld would ever ask for 
the return of the money. Unlike an em- 
bezzler who had to hide his transgression 
of the law, Rutkin received the money 
openly, releases being drawn by prominent 
law firms, and could treat the money as his 
own and openly dispose of it. 

Applying the Supreme Court's statement 
in the Wilcox case—“no more can be said 
in general than that all relevant facts and 
circumstances must be considered”—to the 
facts in the Rutkin case, there exists a basis 
to find “sufficient gain to support the im- 
position of an income tax.” 

As the minority opinion in Rutkin v. 
U. S., above, pointed out, the change in 
Court personnel may have affected the 
decision rendered. Of the eight judges rul- 
ing in Commissioner v. Wilcox (Justice 
Jackson took no part in the decision), 
Justices Murphy, Rutledge and Stone had 
been succeeded by Justices Clark, Minton 
and Vinson, and the remaining five Justices 
were four to one in favor of applying the 
Wilcox decision to the facts in the Rutkin 
case. Justice Jackson in the Rutkin case 
sided with Justice Burton. Today there is 
another change in Court personnel, Justices 
Vinson and Jackson having been succeeded 
by Justices Warren and Harlan. Of the 
seven Justices remaining who decided the 
Rutkin case, the division is four to three in 
favor of the taxpayer. Thus, if the issue 
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reaches the Supreme Court again, the change 
in personnel may bring about another alter- 
ation in tax interpretation. To have tax 
changes effected in this fashion places both 
the government and the taxpayer at the 
chance make-up of the Bench at any par- 
ticular moment, a condition detrimental to 
both litigants and the very reputation of 
the Court itself. 


Cases Following Rutkin ‘ 


Following the Rutkin case were Kann v. 
Commissioner, 54-1 ustc J 9144, 210 F. (2d) 
247 (CA-3), Marienfeld v. U: S., 54-2 ustc 
7 9489, 214 F. (2d) 632 (CA-8), Briggs v. 
U. S., 54-2 ustc 99551, 214 F. (2d) 699 
(CA-4), U. S. v. Bruswitz, 55-1 ustc J 9151, 
219 F, (2d) 59 (CA-2), Berra v. U. S., 55-1 
ustc {[ 9382, 221 F. (2d) 590 (CA-8), Dix v. 
Commissioner, 55-1 ustc § 9495, 223 F. (2d) 
436 (CA-2). With the exception of the Dir 
case, the courts, in finding in favor of the 
government in each case, held the principle 
of Rutkin v. U. S. was applicable and that in 
effect that decision overruled the previously ex- 
pressed principles in Commissioner v. Wilcox. 


Thus, in Kann v. Commissioner, the ma- 
jority of the Third Circuit Court of Appeals 
stated their belief that Rutkin v. U. S. “dis- 
carded the claim of right test” and that that 
decision had put a “gloss on the Wilcox case” 
which inferredly made it no longer applicable. 


The majority opinion also found several 
pertinent differences in facts present in the 
Kann case before it from the facts in Wilcox 
to support its conclusion. 


Judge Kalodner in a vigorous dissent felt 
that the Supreme Court can and should 
(and implied it does) speak for itself, He 
wrote: 


“Wilcox held in the plainest terms that 
embezzled money does not constitute tax- 
able income to the embezzler. Until the 
Supreme Court tells us otherwise, we are 
required to follow Wilcox in embezzlement 
cases, It hasn’t told us anything different 
since Wilcox. It is true that in Rutkin it 
distinguished between embezzled money and 
extorted money and held the .latter to be 
taxable income. That circumstance is no 
reason why an inferior court should assume 
Wilcox was overruled. Had the Supreme 
Court intended in Ruikin to overrule Wilcox, 
it could, and undoubtedly would, have said 
so. But the fact is it did not and while it 
limited Wilcox ‘to its facts’ it reiterated its 
holding in that case that ‘There embezzled 
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funds were held not to constitute taxable 
income to the embezzler under Section 22(a) !’” 

Judge Kalodner also considered it signifi- 
cant that in Alison v. U. S., 52-2 uste J 9571, 
344 U. S. 167, decided more than eight 
months after Rutkin,®» the Supreme Court 
cited Wilcox to support the statement: “One 
whose funds have been embezzled may pur- 
sue the wrong-doer and recover his property.” 


As for the distinguishing facts from Wil- 
cox found in the majority opinion, Judge 
Kalodner stated: “. . . the asserted distin- 
guishing factors are distinctions without a 
difference.” 

In Marienfeld v. U. S., above, the Eighth 
Circuit Court of Appeals stated it found it 
difficult to reconcile the Wilcox case with 
the later opinion of the Supreme Court in 
Rutkin v. U. S., above. In its attempt to 
apply the reasoning of both cases to the one 
(Marienfeld) before it, the court sought har- 
bor in the previously emphasized statement 
of the Supreme Court that all relevant facts 
must be considered and no conclusive cri- 
terion has been found to determine all situ- 
ations. In considering all of the relevant 
factors of the case, the court acknowledged 
its confusion in wholly fitting the facts be- 
fore it to either Wilcox or Rutkin, but felt 
the nature of the case was “more synony- 


mous with that existing in the Rutkin case.” 


In a separate concurring opinion, Judge 
Johnsen stated: 

“IT don’t think anyone can be absolutely 
sure, on the basis of the Rutkin case ; 
and the Wilcox case . . just what the law 
objectively is on the general question that is 
here involved.” (Italics supplied.) 

He did not believe the distinction of Wil- 
cox’s taking the money without the employ- 
er’s consent, and Rutkin’s obtaining money by 
Reinfeld personally turning it over to him 
was a valid difference. Judge Johnsen marked 
this argument by showing its general ap- 
plication would mean that a holdup man who 
took a wallet with money from a victim’s 
pocket would not be taxable, whereas one to 
whom the victim handed over the wallet 
would be taxable. 

While the illustration graphically por- 
trays the problem inherent in the apparent 
conflict of Rutkin and Wilcox decisions, it 
does not truly fit the difference attempted 
to be drawn, in the writer’s opinion, by the 
Supreme Court. The emphasis should not 
be so much on Reinfeld’s act of giving ver- 


2 1939 Code. 
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sus Wilcox’s act of taking as on the fact 
that Reinfeld was not going to ask him to 
return it, and was not reporting any extor- 
tion, law violation or fraud although he was 
fully cognizant of it. The money in effect 
had become Rutkin’s, not only for the mo- 
ment of extortion but for all time. That is 
a far cry from the facts in Wilcox, where 
money was taken without the victim’s knowl- 
edge, and was immediately sought when the 
loss was discovered; or from a holdup which, 
though not resisted at the moment, would 
certainly be reported in the hope of recovery. 

With Judge Johnsen’s further statement 
that all criminally acquired funds should be 
subject to tax liability, both as a tax matter 
and as a matter of justice, and of deterrence 
to crime, the writer does not agree. As a tax 
matter, the control, enjoyment and use of the 
funds criminally obtained is no greater than 
the control, enjoyment and use of borrowed 
money—and the latter is certainly not tax- 
able. As a matter of justice, how does giving 
the United States a priority to the criminally 
acquired funds over the victim achieve such 
a desired state? As for crime deterrence, 
crime statistics on larcenies do not show 
any decrease since the Rutkin decision and 
succeeding cases holding funds so obtained 
taxable. It is doubtful if many criminals 
and would-be criminals even heard of Rut- 
kin and ensuing decisions. 


In U. S. v. Bruswitz, above, we find Chief 
Judge Clarke of the Second Circuit, Court 
of Appeals, saying: 

“It is difficult to perceive what, if any- 
thing, is left of the Wilcox holding after 
Rutkin v. United States, which rules that 
moneys received by extortion were within 
Section 22(a). Certainly the whole approach 
of the latter case, stressing actual posses- 
sion and control, is diametrically opposed 
to the ‘claim of right’ criterion of the earlier 
case. 


Dix Case 

Yet, within five months’ time, this same 
court was able to discern what was left of 
the Wilcox holding and in Estate of Dix v. 
Commissioner, above, correctly held moneys 
appropriated by the decedent from a closely 
held family corporation were not taxable 
income, What were the facts of and argu- 
ments in this case that has given new life to 
the Wilcox holding and so disconcerted the 
Treasury that the Solicitor’s Office has re- 
quested certiorari? Jacob Dix, the decedent, 


* Dates being March 24, 1952, and December 
8, 1952. 
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was a nonstockholding president of a closely 
owned family corporation. From 1938 
through 1945, the corporation had failed to 
initially report sales of almost $200,000, 
which the corporation alleged had been 
either reported during this period or dis- 
bursed for business purposes, principally by 


Jacob Dix. 


It was further argued that if any part of 
the corporate funds had not been spent for 
business purposes, then they had been misap- 
propriated by Jacob Dix, who was, therefore, 
indebted to the corporation for the said 
amounts from the inception of the misappro- 
priation. That any funds sos taken and not 
spent were due to the corporation was stipu- 
lated by the taxpayer and government. As in 
Commissioner v. Wilcox, above, the deficiencies 
proposed against the decedent exceeded the 
assets of the estate and would serve to de- 
prive the injured parties (corporation and 
stockholders) of any financial means of re- 
covery. The Tax Court allowed the bulk of 
the taxpayer’s contentions but held that 
$56,000-odd had not been spent but misap- 
propriated by Jacob Dix, who was held 
taxable under the Rutkin decision. The 
Court of Appeals, represented by Justices 
Frank and Medina, reversed, Judge Hincks 
dissenting. The court held Dix had ap- 
propriated the funds from the corporation 
without the corporation’s consent, The fact 
that Dix was president did not amount to 
corporate consent. The court then added: 
“We do not believe that Rutkin completely 
obliterated Wilcox.” Instead, the court be- 
lieved there was a line of demarcation be- 
tween the closely related factual situations 
in Wilcox and Rutkin, and the application of 
each must be determined by the facts in the 
individual case. 


The taxpayer distinguished its case from 
the various Court of Appeals decisions fol- 
lowing Rutkin v. U. S., above, as follows: 


In Kann v. Commissioner, above, the tax- 
payers, two brothers, owned approximately 
25 per cent of the stock of the companies 
from which they allegedly embezzled funds 
and, in addition, were trustees of an- 
other 40 per cent of the stock. The two 
brothers were the sole management of Pitts- 
burgh Crushed Steel Company, the employer. 
On the other hand, Jacob Dix did not own, 
and except for qualifying shares, had never 
owned stock in J. J. Dix, Inc., and the man- 
agement of the company was divided be- 
tween Monroe Dix, found to be a wholly 
innocent party, and the taxpayer. Jacob Dix 
only had a life interest in a trust which 
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trust had a one-third interest, later reduced 
to a one-fourth interest, in a voting trust 
of which a nonrelated person was trustee. 

The Tax Court, as well as the Court of 
Appeals, in the Kann case stressed the fact 
that the imposition of the federal tax de- 
ficiencies would not deprive the injured 
party from recouping what was due and 
both courts believed this was an important 
factor in the Supreme Court decision in 
Commissioner v. Wilcox, above. In the Dix 
case, the imposition of the proposed defi- 
ciencies would deprive the corporation of 
any possibility of recouping misappropriated 
funds. 

In the Kann case, the Court of Appeals 
stressed the Tax Court finding that there 
was “no adequate proof that the method, 
if not the act, has not been forgiven or 
condoned,” and that the supposed liability 
to repay was “such as to leave serious doubt 
whether the whole project was not a false 
front erected to deceive not the corporation 
or its stockholders, but the Commissioner 
of Internal Revenue.” In the Dix case, 
there was no question that any misappro- 
priation of funds had not been condoned 
and claim therefor had been made. The 
taxpayer’s misappropriations were without 
the consent, coerced or otherwise, of the 


company. The fact that he was president 
did not vest him with the power of corpo- 
rate consent. 


In U. S. v. Bruswiiz, above, the taxpayer 
had been the recipient of commercial bribes 
and had not embezzled funds within the 
meaning of the New York penal law. It 
was this factor that lead the Court of Ap- 
peals to distinguish the facts from the Wil- 
cox case, since there was no continuing 
obligation to restore the funds to an em- 
ployer—a liability which would have been 
subordinated to the government lien had the 
tax been found appropriate. 

In the Bruswitz case, there was no indica- 
tion that the kickbacks resulted in any loss 
to the defendant's employers. 

In Marienfeld v. U. S., above, the court 
found that the taxpayer’s fraud was not in 
fact embezzlement but the conversion of 
certain products of his employer to his own 
use and then the act of sale of those prod- 
ucts for his own account. Thus the pro- 
ceeds pocketed by Marienfeld had never 
been an asset of or in possession of the 
employer. 

In Briggs v. U. S., above, Briggs, who was 
not an agent of the company, unquestionably 

(Continued on page 152) 
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Where There's Life, 
There's Depreciation 


By THOMAS M. BULLOCK 


Although there is possible life for buildings purchased for demolition purposes, 
there is no hope for depreciation under existing tax law. To remedy 

the situation, H. R. 5565 has been introduced into Congress. 

Depreciation should be allowed because such buildings are not mirages. They 
actually exist. Such buildings represent monetary capital investments. 


+P ny the present federal income tax 
laws, federal income taxpayers, includ- 
ing individuals, corporations, life insurance 
companies and banks, operating a trade or 
business are not allowed depreciation of 
their buildings against their gross income 
where such buildings were originally ac- 
quired for demolition purposes but were 
subsequently used or rented. 


Equitable federal income tax treatment 
may be summarized to mean doing justice 
impartially and taking action conformable 
to the principles of justice and right, in 
consideration of the facts and circumstances 
of the individual case, and doing justice 
between parties where there is no guidance 
or remedy jin strict law—more strictly a 
system of supplemental law founded upon 
defined rules, recorded precedents and estab- 
lished principles, the judges, however, liberally 
expounding and developing those to meet new 
exigencies. 

Taxpayers operating a trade or business 
can never recover any of their investment in 
such buildings until the land and buildings 
are sold, and at that time the 100 per cent 
purchase price of the land and buildings is 
used as the cost basis for the determination 
of any taxable gain or loss. Generally, those 
taxpayers do not plan to sell the land and 
buildings as long as they are operating their 
respective trades or businesses and, there- 
fore, their respective investments in those 
buildings are never recovered by depreciation 
thereof for federal income tax purposes. 

A residential home acquired with the intent 
of living in it has no basis for allowable 


Depreciation 


depreciation, for federal income tax pur- 
poses, to the owner while he is living therein. 
But the home does have a recognized basis 
and the owner is permitted allowable depre- 
ciation for federal income tax purposes when 
he subsequently rents that residential build- 
ing or uses that building in his trade or 
business. 


H. R. 5565 was introduced by Congress- 
man J. Vaughan Gary on April 14, 1955: 


“To amend the Internal Revenue Code of 
1954, effective for taxable years beginning 
on or'after January 1, 1955, to provide a 
deduction from gross income for deprecia- 
tion of buildings owned by all classes of 
Federal income taxpayers engaged in a trade 
or business, originally acquired for demoli- 
tions purposes but. subsequently used or rented 
for a period of more than six months in 
one or more taxable years.” 


Existing Section 167(a) of the Internal 
Revenue Code is as follows: 


“(a) General Rule—There shall be al- 
lowed as a depreciation deduction a reason- 
able allowance for the exhaustion, wear and 
tear (including a reasonable allowance for 
obsolescence)-— 


“(1) of property used in the trade or 
business, or 


“(2) of property held for the production 
of income.” 


A. R. 5565 would amend Section 167(a) 
of the Internal Revenue Code, by adding a 
third subsection thereto, which section as 
amended would read as follows: 
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“(a) General Rule.—There shall be al- 
lowed as a depreciation deduction a reason- 
able allowance for the exhaustion, wear and 
tear (including a reasonable allowance for 
obsolescence )— 

“(1) of property 
business, or 


used in the trade or 
“(2) of property held for the production 
of income, or 


“(3) of buildings owned by a taxpayer en- 
gaged in a trade or business, originally ac- 
quired for demolition purposes but subsequently 
used or rented for a period of more than six 
months in one or more taxable years.” (Italics 
supplied.) 

H. R. 5565 would add a new section to the 
Internal Revenue Code of 1954 as follows: 

“Section 1054. 
Buildings. 


Basis for Depreciation of 


“The basis, for depreciation purpdses, of 
buildings subject to depreciation under sub- 
section (3) of section 167(a) of the Internal 
Revenue Code of 1954, shall be determined 
in the same manner as in the case of other 
buildings which are subject to depreciation 
under subsection (1) or (2) of section 167 
(a) of the Internal Revenue Code of 1954.” 


H. R. 5565 was introduced to correct and 
eliminate the present inequitable and unsound 
federal income tax treatment now being ap- 
plied to all classes of federal income tax- 
payers operating a trade or business by the 
following Section 39.23(e)-2 of Treasury 
Department Regulations 118: 

“Voluntary removal of buildings. Loss 
due to the voluntary removal or demolition 
of old buildings, the scrapping of old machin- 
ery, equipment, etc., incident to renewals 
and replacements is deductible from gross 
income. When a taxpayer buys real estate 
upon which is located a building, which he 
proceeds to raze with a view to erecting 
thereon another building, it will be consid- 
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ered that the taxpayer has sustained no 
deductible loss by reason of the demolition 
of the old building, and no deductible ex- 
pense on account of the cost of such re- 
moval, the value of the real estate, exclusive 
of old improvements, being presumably equal 
to the purchase price of the land and building 
plus the cost of removing the useless building.” 
(Italics supplied.) 


The Internal Revenue Service issued Rev. 


Rul. 55-110 (in 1955), which reads as follows: 


“Where a taxpayer purchases property, 
with the intention of removing the old build- 
ings thereon, and then either erecting a new 
building thereon or using the property with- 
out any addition [sic] improvements, no 
deductible loss or expense is sustained or 
incurred upon the removal of such old build- 
ings. The removal costs constitute a part 
of the basis of the land acquired. Section 
39.23(e)-2 of Regulations 118, and O. D. 
1031, C. B. 5, 141 (1921). Further, the basis 
of such property must be reduced by the 
amounts of any payments received from the 
sale of the old buildings.” (Italics supplied.) 

Illustrations of purchases of land and build- 
ings are used hereinafter to make clear the 
applications of above Regulations Section 


39.23(e)-2, and the above Rev. Rul; 55-110. 


A taxpayer, operating a trade or business, 
purchased improved real estate for $15,000 
(land and building) and then employed pro- 
fessional real estate appraisers, who sub- 
mitted the following appraisal report: 


(1) Building (brick, useful life 30 
YORE) o6e8s Pee: aie 
Land 


Total 


..... $15,000 


Kegulations Section 39.23(e)-2 would dis- 
regard entirely the foregoing allocation of 
cost, made by the professional real estate 
appraisers, for federal income tax purposes, 
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and would treat the above purchase of land 
and building as follows: 


(2) Building—tax basis 
Land—tax basis ... 


Toetat 352 


Regulations Section 39.23(e)-2 would hold 
that the above building would have a zero 
cost basis and the above land would have a 
cost basis of $15,000 because of the follow- 
ing provisions of that section which I quote 
in part: “. . . the value of the real estate, 
exclusive of old improvements, being pre- 
sumably equal to the purchase price of the 
land and building. . . .” (Italics supplied.) 


The aforesaid Rev. Rul. 55-110 reaffirms 
the provisions of Regulations Section 39.23 
(e)-2, as well as an older official ruling 
(O. D. 1031) promulgated in 1921; it now 
holds: 

“Further, the basis of such property must 
be reduced by the amounts of any payments 
received from the sale of the old buildings.” 


Rev. Rul. 55-110 would treat the above 
$15,000 purchase as follows, assuming pro- 
ceeds of $3,000 from sale of the old building: 
(3) Building (cost basis per Regula- 

tions Section 39.23(e)-2) 


Land (cost basis per Regula- 
tions Section 39.23(e)-2) 


Zero 
$15,000 


Total (cost basis per Regu- 

lations Section 39.23(e)-2) $15,000 
Less proceeds from sale of ° 

old building 3, 


Adjusted basis of land only $12,000 


It would seem to me that the adjusted 
cost basis of $12,000 for the land under 
Rev. Rul. 55-110 would be incorrect and 
also understated because Regulations Sec- 
tion 39,23(e)-2 holds that the value of the 
land only was equal to the 100 per cent 
purchase price of the land and building 
before the building was sold. Under Section 
39.23(e)-2, the land had a value of $15,000, 
which was the 100 per cent purchase price 
of the land and building, whereas Rev. Rul. 
55-110 holds that the original cost basis of 
$15,000 for the land only must be reduced 
to $12,000 by the $3,000 received from the 
sale of the building. 


Does the Treasury Department feel that 
the $15,000 value of the land has decreased 
by $3,000 after the building has been re- 
moved and sold for $3,000? If so, this 
would constitute a write-down in value. 


Depreciation 


How can the original cost-basis value of 
$15,000 for the land only be reduced by the 
$3,000 from the sale of the building when 
no part of the land was sold, and the orig- 
inal cost basis of the building was zero 
dollars? 

Would the conflict between Regulations 
Section 39.23(e)-2 and Rev. Rul. 55-110 indi- 
cate that the Treasury Department disagrees 
with the professional real estate appraisal 
of $9,000 for the land at the time of pur- 
chase, and agrees later with the same pro- 
fessional real estate appraisal that the land 
value was not as much as $15,000 when the 
building was sold? 

Another example of existing inequitable 
federal income tax treatment is as follows: 


(4) Building (brick, useful life 30 
years) ay a 
Land . 


Zero 
$15,000 


$15,000 


Total 


In Example (4), it is assumed that the 
taxpayer removed the building to another 
site; he did not sell the building, but did 
sell 50 per cent of the land for $8,500. The 
transferred building was thereafter used in 
his trade or business. 


One half of the above original 100 per 
cent tract of land was sold, and assuming 
that $7,500 was the correct basis thereof, the 
taxpayer would have the following cost 
basis for the remaining assets: 


Building (transferred to another 
land site) 


Land (50 per cent of tract not 
sold) 


Total 


Zero 
$ 7,500 
$ 7,500 


The taxpayer would realize capital gain 
of $1,000, that is, proceeds of $8,500 from 
the sale of 50 per cent of the land less the 
assumed cost basis thereof in the amount of 
$7,500. The taxpayer would still have a 
zero cost basis for his building now being 
used in his trade or business, and would 
not be permitted to deduct annual deprecia- 
tion on the professional real estate appraisal 


value of $6,000. 


In the foregoing illustration, moreover, 
the taxpayer realized a capital gain of $1,000 
on the sale of 50 per cent of his land, where- 
as he would not have realized any taxable 
capital gain nor sustained any loss taxwise 
if he had sold only the building for $8,500. 
In the latter case, the cost basis of his 
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remaining assets for federal income tax 
purposes would be as follows: 


Building sold i Zero 
Land ($15,000 less proceeds of 


$8,500 from sale of building) $ 6,500 


Total cost basis of 100 per 
cent of original tract of 


. $ 6,500 


Another illustration may be given where 
the taxpayer purchases a building but not 
the land, and rents the land for 20 years: 


$10,000 
Zero 


Total actual cost of building $10,000 


(5) Building—actual cost 
Land not purchased : 


This building actually cost $10,000 and 
the taxpayer did not need, of course, any 
professional real estate appraisal report be- 
cause the site on which his building stood 
was not purchased. The taxpayer is per- 
mitted to deduct depreciation against his 
gross income in the amount of $500 each 
year, that is, one twentieth of $10,000. This 
taxpayer has a cost basis of $10,000 for 
allowable depreciation purposes over the 
term of the lease. The taxpayer is per- 
mitted by the owner of the land to remove, 
sell or demolish the building during the 
tenure of the 20-year lease period of the land. 
The taxpayer is permitted under federal 
income tax law to deduct depreciation of 
$500 each year against his annual gross 
income, over a 20-year period, because his 
rental lease of the land runs for a period 
of 20 years. In that case, the taxpayer had 
a recognized depreciable cost basis of $10,000 
over a period of 20 years, for federal income 
tax purposes, because he did not own the 
land. In that case, under existing federal 
income tax laws, he had a recognized invest- 
ment of $10,000 in the actual building, 
whereas if he had bought the land on which 
that building stood, he would have had a 
cost basis of zero for the building and the 
$10,000 for the building would have been 
treated as part of the cost of the land 
purchased. Moreover, the taxpayer would, 
of course, never have been permitted te 
deduct the annual depreciation of $500 against 
his gross income if he had owned the land 
on which the building stood. 

To me, it does not seem equitable for the 
Treasury Department to hold that the value 
of said building was $10,000 and to hold 
also that $10,000 is the allowable deprecia- 
tion basis when the taxpayer did not own 
the land, and then to hold that the same 
building would have had a cost basis of 
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As an aid to progress in the 
vitalization of communities throughout 
the United States, H. R. 5565 

would assist materially all 

classes of businesses planning 
expansion programs, 

some of which may find that their 
schedules demand delays, 

Mr. Bullock states. 


zero for federal income tax purposes if he 
had bought the land on which the $10,000 
building stood. 


The basic principle of an allowable depre- 
ciation deduction against gross income, as 
provided by the Congress of the United 
States, is in recognition of the reality of an 
expenditure for the exhaustion, wear, de- 
terioration or disappearance of invested capital 
in buildings and other assets. Depreciation 
allowance on buildings against gross income 
is soundly and equitably based upon a cap- 
ital sum of money, invested in those build- 
ings, to be recovered by the annual deduction 
against gross income and by apportioning 
the entire cost of those buildings over the 
useful life of the buildings. 


Would the Treasury Department now 
hold under Rev. Rul, 55-110 that fire insur- 
ance proceeds from a building owned con- 
stitute taxable income when the building 
had a zero cost basis under Regulations 
Sectior 39.23(e)-2 for federal income tax 
purposes? 


Would the Treasury Department now 
hold under Rev. Rul. 55-110 that said fire 
insurance proceeds would reduce the cost 
basis of the land where the building had 


a zero cost basis under Regulations Section 
39.23(e)-2? 


Would the Treasury Department now 
hold that the fire insurance proceeds would 
reduce the cost basis of the building where 
the building only was purchased and where 
the land on which the building stands is 
being rented, and the building was pur- 
chased for demolition? 


Why would a taxpayer have fire insur- 
ance coverage on a building if he had bought 
the building for no monetary cost whatso- 
ever and the value of the land was equal 
to the 100 per cent purchase price of the 
land and building? Why would the taxpayer 
spend fire insurance premium money each 
year if that building was of no value or of 
no useful purpose to the taxpayer and if 
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the building was not even salable to any 
possible new prospective purchaser? 


Land, as everyone knows, can never de- 
teriorate physically, whereas buildings will. 
That line of common knowledge forms the 
sound basis as to why Congress wrote 
into federal income tax laws allowable de- 
preciation of buildings owned by federal 
income taxpayers operating a trade or busi- 
ness. 


The applications of Regulations Section 
39.23(e)-2 and Rev. Rul. 55-110 appear to 
provide inequitable tax treatment. The tax- 
payer actually pays money for the building 
and actually pays money for the land. The 
Treasury Department has used the building 
as a tack-on to the land, and the land never 
deteriorates physically whereas a building does 
deteriorate physically. Such cost of the build- 
ing is thus frozen into the land for federal 
income tax purposes. Generally, a taxpayer 
does not expect to sell his land and building. 
Therefore, such inequitable tax treatment 
adds another method to prevent the tax- 
payer from recovering his capital invested 
in an asset which physically deteriorates. 
The Treasury Department does not use 
that method of freezing, and tacking, the 
building cost onto the cost of the land 
where the taxpayer owns only the building 
because that taxpayer has no land on which 
the Treasury Department can freeze the 
building. Such inequitable tax treatment by 
freezing the building onto the land is a 
method for preventing the taxpayer from 
receiving allowable depreciation against his 
gross income as long as his building stands 
and he owns the land. 


What would be the Treasury Depart- 
ment’s holding if the taxpayer sold all of 
his land and retained the building? Would 
the Treasury Department hold that the cost 
basis of the land was $15,000 for determi- 
nation of gain or loss on sale of the land? 
What would be the cost basis of the build- 
ing after the land had been sold, the building 
had later burned, and the taxpayer-owner 
had received $4,000 fire insurance proceeds? 
Would the fire insurance proceeds be tax- 
able? Revenue Ruling 55-110 does not pro- 
vide as to whether or not fire insurance 
proceeds from a zero-basis building under 
Regulations Section 39.23(e)-2 would be tax- 
able or whether such fire insurance pro- 
ceeds would reduce the cost basis of the 
land. 


* Lynchburg National Bank and Trust Com- 
pany, CCH Dec. 19,763, 20 TC 670, aff'd, 54-1 
ustc J 9128, 208 F. (2d) 757 (CA-4). 


Depreciation 


Regulations Section 39.23(e)-2 holds that 
the value of the land is presumably equal to 
the purchase price of the land and building. 
On that basis the Treasury Department de- 
nies any cost basis of the building for fed- 
eral income tax purposes. If such logic of 
the Treasury Department is sound and 
equitable, then the taxpayer should not be 
allowed the cost basis of $10,000 for the 
building he purchased without purchasing 
the land, because he rented the land on a 
20-year lease basis. In that case the tax- 
payer was willing to pay $10,000 for the 
building when he could not buy the land, 
and he was willing to pay rent for use of 
the land for 20 years. He, moreover, is per- 
mitted to deduct $500 against gross income 
each year for 20 years. Where the taxpayer 
purchased the building for demolition pur- 
poses, he should not be permitted to deduct 
against gross income any of the $10,000 cost 
of the building until his lease has expired 
or is sold, if the holding of Regulations 
Section 39.23(e)-2 is consistently applied 
all the way through, with both classes of 
purchases of land and building, on the one 
hand, and the purchase of the building only 
and rental of the land, on the other hand. 


With further reference to Rev. Rul. 55-110, 
which states, in part, “the basis of such 
property must be reduced by the amounts 
of any payments received from the sale of 
old buildings,” attention is called to the 
Lynchburg National Bank and Trust Company 
tax case.* The Lynchburg Bank purchased 
improved real estate, land and a brick build- 
ing for $37,500 in 1940. The bank allocated 
$5,225.25 to the brick building and $32,274.75 
to the land. The property was purchased 
with the intent of demolishing that building 
and erecting a new one. Due to war re- 
strictions, demolition of the old building 
and construction of a new building were 
postponed. At the time of that purchase, 
the bank rented the building to two com- 
mercial tenants and received rental therefor. 
On April 29, 1946, the entire rear half of the 
building was destroyed by fire. On June 
13, 1946, the Lynchburg Bank received 
fire insurance proceeds of $9,902.84 because 
of that fire loss. 


The Tax Court of the United States held 
that the aforesaid Regulations Section 39.23 
(e)-2 applied to the Lynchburg Bank, and 
the cost basis of the fire-damaged building 
was zero and that, therefore, the fire insurance 
proceeds of $9,902.84 constituted gross in- 








come of, and taxable to, the Lynchburg 
Bank. The Tax Court further held that no 
depreciation of the building was allowable 
because the building had a cost basis of 
zero. The Tax Court's decision in the fore- 
going case would have been the same whether 
or not the taxpayer there involved was an in- 
dividual, corporation, life insurance company 
or bank. 


As hereinabove stated, Rev. Rul. 55-110 
does not state whether or not fire insurance 
proceeds from a building would be taxable 
or whether or not fire insurance proceeds 
would reduce the basis of the land only. 


As an aid to progress in the vitalization 
of communities throughout the United States, 
H. R. 5565, in providing a depreciation de- 
duction against the gross income of all 
classes of federal income taxpayers operat- 
ing a trade or business, would assist mate- 
rially all classes of businesses planning 
expansion programs, some of which may 
find that their schedules demand delays. 


On July 8, 1955, H. R. 5565 was consid- 
ered by the House Ways and Means Com- 
mittee, at the request of Congressman Burr 
P. Harrison, a member of that committee. 
H. R. 5565 was considered in executive 
session only by the committee. No public 
hearings were held on H. R. 5565 during 
1955 by that committee. The committee 
requested the Treasury Department prior 
to May 10, 1955, to file a report on H. R. 
5565; however, that committee did not re- 
ceive during 1955 that requested report. 


During the last year, I understand, the 
Treasury Department expressed its opinion 
to the House Ways and Means Committee 
that enactment of H. R. 5565 was not 
needed to solve the problem of allowable 
depreciation of buildings acquired for dem- 
olition purposes but subsequently rented 
or used by all classes of federal income 
taxpayers operating a trade or business, 
and that the Treasury Department took 
the position at that time that the Internal 
Revenue Service had ample administrative 
authority to handle properly the problem of 
allowable depreciation upon buildings ac- 
quired for eventual demolition, but which 
were subsequently rented or used. 


A Treasury Department representative 
and I conferred on July 11, 1955, regarding 
the foregoing views of the Treasury De- 
partment and regarding the proposed depre- 
ciation provisions prescribed in H. R. 5565. 
On October 11, 1955, I conferred again 
with the Treasury Department represent- 
ative on the fcregoing views of the Treasury 
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Department and at that time I filed with 
him my letter, dated October 11, 1955, in 
which I stated, in part, as follows: 


“In a conference held with you at your 
office on July 11 last, my understanding 
was that you expressed the opinion that 
legislation is not needed to solve the prob- 
lem of allowable depreciation upon buildings 
acquired for eventual demolition, that this 
matter could and would be handled ad- 
ministratively, and that you planned to write 
Congressman Burr Harrison, member of 
the House Committee on Ways and Means, 
as well as communicate with the Income 
Tax Unit regarding this subject.” 


The Treasury Department representative 
advised, in part, in his letter of October 
12, 1955, addressed to me, as follows: 


“You are correct in your statement that 
I intend to write to Congressman Burr 
Harrison on the general problem, to ex- 
press to him the opinion of the Internal 
Revenue Service that there is ample admin- 
istrative authority to properly handle the 
problem of allowable depreciation upon 
buildings acquired for eventual demolition. 
As I explained yesterday, a draft of the let- 
ter to Mr. Harrison was to be first prepared 
by the Internal Revenue Service. I have 
asked them to do this, but have told them 
there was no hurry about it inasmuch as 
Mr. Harrison had not indicated to me that 
there was any urgency about the matter. 
However, I will now ask them to give my 
request prompt attention.” 


My letter of October 26, 1955, addressed 
to the Commissioner of Internal Revenue 
regarding the two aforesaid conferences be- 
tween the Treasury Department represent- 
ative and myself, stated, in part, as follows: 


“Counsel for the Government in the 
Lynchburg National Bank and Trust Com- 
pany, supra, stated, in part, in his brief filed 
with the Fourth Circuit Court of Appeals: 


“*While these cases involve losses rather 
than depreciation and no cases representing 
this question with respect to depreciation 
have been found, nevertheless, the principle 
involved would seem equally applicable in 
both situations, since the basis of the im- 
provements involved must necessarily be 
the same with respect to both questions. 


“*The fact that the brick building actually 
had value and produced income is not 
necessarily material, since, obviously, it is 
perfectly possible for property to have a 
fair market value and to produce income 
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and at the same time have a basis of zero for 
tax purposes.’” 


In my opinion, the Treasury Department 
cannot logically now follow the Lynchburg 
Bank decision, which denied depreciation of 
buildings acquired for eventual demolition 
but which were subsequently rented, and 
at the same time adopt the opinion of the 
Internal Revenue Service—as set forth in 
the aforesaid letter of the Treasury Depart- 
ment representative, dated October 12, 1955 
—that there is ample administrative au- 
thority properly to handle the problem of 
allowable depreciation upon buildings ac- 
quired for eventual demolition but which 
are subsequently rented or used by any 
class of federal income taxpayers operating 
a trade or business. Consistency would re- 
quire that no person could hold that depre- 
ciation should be allowed on _ buildings 
purchased for eventual demolition and sub- 
sequently rented and at the same time hold 
that depreciation should not have been al- 
lowed on the building of the Lynchburg 
Bank purchased for eventual demolition and 
subsequently rented. Any amount of depre- 
ciation that may be allowed now administra- 
tively by the Treasury Department on buildings 
purchased for demolition purposes and 
subsequently rented or used by federal in- 
come taxpayers operating a trade or busi- 
ness, including individuals, corporations, 
life insurance companies and banks, would 
indicate to me that the decision in the 
Lynchburg Bank case on depreciation was 
not equitable and not sound because the 
Lynchburg Bank building was also rented 
and produced gross rental income. Buildings 
cannot logically be held useless when they are 
being rented or used by the federal income 
taxpayer owners thereof. 


Conclusions 


I am unable to find any equitable and 
sound logic to support any theory that the 
value of the land should be presumed to 
be equal to 100 per cent of the purchase 
price of the land and building and that the 
building has a zero basis where the building 
was purchased for demolition purposes but 
subsequently rented or used by any class of 
federal income taxpayers operating a trade 
or business. Such theory should be elimi- 
nated entirely from Section 39.23(e)-2 of 
Treasury Department Regulations 118. 


I can subscribe to only one equitable and 
sound basis for allowable depreciation of 
buildings purchased for ultimate demolition 
and subsequently rented or used, that is, 


Depreciation 


the same basis should be used as would be 
recognized and used if the buildings had never 
been purchased for eventual demolition. 


I am unable to find any equitable and 
sound logic to support any theory that one 
taxpayer should have a recognized basis of 
his building and be permitted annual de- 
preciation thereof when he does not own, 
but rents, the land, and then another tax- 
payer is not permitted any recognized basis 
of his owned building nor any allowable 
depreciation thereof when he owns the land 
as well as the building. I think my views 
would be supported by professional real 
estate appraisers throughout our nation. 


I am unable to find any equitable and 
sound logic to support any theory that the 
basis of the land must be reduced by any 
amounts received from the sale of build- 
ings, as prescribed by Rev. Rul. 55-110. 
Such proceeds from the sale of the build- 
ines, if the basis of the buildings is zero 
aad if the basis of the land is 100 per cent 
of the purchase price of the land and build- 
ings, should be treated as gross income for 
federal income tax purposes. 


Mr. Colin F. Stam, Chief of Staff of the 
Joint Committee on Internal Revenue Tax- 
ation, informed me during 1955 that he feels 
that the present interpretation of the law 
is inconsistent in that depreciation is now 
allowed in the case of rental property 
originally acquired for residential purposes 
whereas depreciation is denied in the case 
of buildings acquired for demolition pur- 
poses but which are subsequently rented. 
Mr. Stam feels that the treatment should be 
consistent in both cases. 


The Treasury Department should, in my 
opinion, either (1) abandon its position un- 
der existing law of denying depreciation of 
buildings purchased for ultimate demolition 
and subsequently rented or used, and dis- 
regard the decision in the Lynchburg Na- 
tional Bank case, or (2) support legislation— 
H. R. 5565—designed to correct the imequi- 
table situation. 


As far as I know at this time, the /nternal 
Revenue Service does not propose to change 
its position in holding that depreciation is not 
allowable in any amount on buildings orig- 
inally acquired for eventual demolition but 
subsequently rented or used by all classes 
of federal income taxpayers operating a 
trade or business. 


In the Lynchburg National Bank case, the 
dissenting opinion of Judges Murdock, Arun- 
dell and Withey of the Tax Court of the 
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United States, with respect to depreciation 
of the building not being allowed, stated: 


“A property improved with a three-story 
brick building was occupied by rent paying 
tenants who desired to continue their leases. 
The petitioner purchased the property be- 
cause it desired to construct on the land, 
which was adjacent to its bank building, 
a building more suitable to its own uses. 
It paid $37,500 for the property, allocating 
$5,225.25 as the cost of the building. Had 
it demolished the building and built another 
in its place the entire cost of the property 
would have been recognized as the cost 
of the land. However, it found that it could 
not rebuild, so it changed its plans, at least 
temporarily, and continued to lease the 
building to the then tenants. Thus, the 
building actually had value and produced 
income, The petitioner should be allowed to 
recover through depreciation some amount rep- 
resenting the cost of the building to it.” 
(Italics supplied.) 

The United States Tax Court’s 1953 deci- 
sion rendered in the Lynchburg National 
Bank and Trust Company case was the first 
court decision not allowing depreciation of a 
building originally purchased for demolition 
purposes but subsequently rented. Such 
decision was never affirmed by the United 
States Court of Appeals for the Fourth 
Circuit; nor was it affirmed or even con- 
sidered by the Supreme Court of the United 
States. 

In my opinion, H. R. 5565 is equitable for 
all classes of federal income taxpayers operat- 
ing a trade or business, including individuals, 


corporations, life insurance companies and 
banks, and H. R. 5565 would permit allowable 
depreciation, against their gross income, of 
their buildings originally acquired for dem- 
olition purposes but subsequently rented 
or used, 


The basis for depreciation of such buildings 
should be the same as the basis would be if the 
buildings had not been acquired for demolition 
purposes, as provided in Section 1054 of 
H. R. 5565. 


Buildings cannot logically be held to be 
useless and not having value when they are 
being rented or used by the federal income tax- 
payer owners thereof. 


Any buildings purchased for demolition 
purposes and subsequently rented or used 
should have a basis, and depreciation thereof 
should be allowed for federal income tax 
purposes because such buildings are not mi- 
rages. Such buildings are not optical illu- 
sions; they are realistic; they actually exist. 
Such buildings could not be acquired for 
zero dollars. They represent monetary capital 
investments. 


I urge that allowable depreciation of build- 
ings acquired for demolition purposes, but 
which are subsequently rented or used, be 
spelled out by the Congress of the United 
States to the end that equitable federal 
income tax treatment be given to all classes 
of federal income taxpayers operating a 
trade or business, including individuals, 
corporations, life insurance companies and 
banks, and that H. R. 5565 be enacted 
this year. [The End] 


WHAT'S SAUCE FOR THE GOOSE IS SAUCE FOR THE GANDER 


“Corporations and stockholders were 
accorded large tax reductions in the 
1954 revision of the law. Now the rest 
of the people should get their turn,” 
says AFL-CIO President George 
Meany. He recommends “that rates 
on the first $2000 of taxable income 
be lowered, that Congress grant higher 
personal exemptions, that most of the 
excise taxes which are a burden on 
both business and the consumer be 
repealed and that existing loopholes 
in the law, which permit tax eva- 
sion by those who can well afford 
to pay taxes, be closed shut. 

“Tax reduction will get a great 
deal of consideration from this Con- 
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gress, in view of the President’s state- 
ment that the budget will be balanced 
by the end of the fiscal year. Labor 
always has believed and still believes 
that taxes should not be cut if such 
action will endanger national secur- 
ity. However, if it is now possible 
to lower taxes and maintain an ade- 
quate defense program at the same 
time, we feel very strongly that the 
families at the bottom of the eco- 
nomic ladder should get some relief.” 


Mr. Meany’s views appeared in a 
signed editorial in The American Fed- 
erationist, monthly publication of the 
AFL-CIO. 
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Divisions of Community Property 
Prior to 1948 


By CARL H. BERGLUND 


Strike three and out! In interpreting 1939 Code Section 1000(d), which made 
gifts of community property the gifts of the husband generally, the 
Commissioner went a step further and by regulation stated that the division 


of community property was the gift of 


the husband and taxable as such. 


Three taxpayers disagreed with the Commissioner and, in subsequent court 
actions, their views were upheld. This article favors 

the enactment of H. R. 6802, which seeks to allow credit or 

refund of gift tax erroneously paid by taxpayers in similar situations. 


‘INCE THE ENAC? “ENT of the Reve- 
7 nue Act of 1948, which gave to residents 
of noncommunity property states generally 
the same benefits as were recognized to 
accrue to residents of community property 
states, the Commissioner has had very little 
reason to quarrel with the property laws 
of community property states. This was 
not the situation prior to the enactment 
of the Revenue Act of 1948. 


The Revenue Act of 1942, Section 
1000(d) of the 1939 Code, made gifts of 
community property the gifts of the hus- 
band, generally. This was the law for gifts 
subsequent to 1942 and prior to April 3, 
1948. The Commissioner, in his regulations, 
went a step further and stated that the 
division of community property was the 
gift of the husband, and taxable as such. 

There were three people (all residents 
of California) who disagreed with the 
Commissioner, and threw him some curve 
balls. The first was Edwin W. Rickenberg 
(Loraine T. Rickenberg, Executrix of the Es- 
tate of Edwin W. Rickenberg v. Commissioner, 
49-2 ustc 10,732, 177 F. (2d) 114 
(CA-9)). In December, 1942, Mr. Ricken- 
berg and his wife transferred their Cali- 
fornia community property into a tenancy 
in common. The donor died, and the Com- 
missioner attempted to tax the transfer as 
one having been made in contemplation of 
death. He lost with respect to the post- 
1927 property. Result: Strike one! 


Community Property 


Mr. Bryant Essick took his turn in the 
pitcher’s box and with his wife made a 
division of community property in 1943 by 
converting their California community prop- 
erty into separate property, each as tenants 
in common. Result: Strike two! (Bryant 
Essick v. U. S., 49-2 ustc § 10,740, 10,744, 
88 F. Supp. 23 (DC Calif.).) 


The third pitcher, Edward M. Mills, 
orally agreed to divide with his wife his 
earnings during the years 1943, 1944 and 
1945, so that each might hold one half 
thereof as his or her separate property. 
Result: Strike three! (Commissioner v. 
Edward M. Mills, 50-1 ustc § 10,773, 183 F. 
(2d) 32 (CA-9).) 


The Commissioner apparently has agreed 
with these decisions by having published 
T. D. 6015, 1953-1 CB 396, approved May 
29, 1953. 


It should be remembered that the Reve- 
nue Act of 1948 was passed before the 
adjudication of these cases. Section 371 of 
the Revenue Act of 1948 (Section 812(e) 
(2)(C)(i) of the 1939 Code) provided: “If 
during the calendar year 1942 or after the 
date of the enactment of the Revenue Act 
of 1948, property held as such community 
property (unless considered by reason of 
subparagraph (B) of this paragraph as not 
so held) was by the decedent and the sur- 
viving spouse converted, by one transaction 
or a series of transactions, into separate 
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property of the decedent and his spouse . 
the separate property so acquired by the 
decedent shall, for the purposes of 
clauses (i), (ii), and (iii) of subparagraph 
(B), be considered as ‘held as such com- 
munity property’.” By the process of elimi- 
nation, then, it can be seen that gifts during 
1943 and prior to April 3, 1948, would not 
be considered as “held as such community 
property.” For estate planning purposes, 
therefore, community property state resi- 
dents who made divisions of community 
property as Messrs, Essick and Mills did, 
during 1943 and after, but prior to April 3, 
1948, could count on using the marital de- 
duction for the part remaining of the 
community property divided, and now part 
of the separate estates of the spouses. This 
was too good to be true, and Congress saw 
fit to correct this seemingly double tax 
benefit in the Revenue Act of 1954. Section 
2056(c)(2)(C)(i) of the Internal Revenue 
Code eliminated this situation, and pre- 
vented the marital deduction for community 
property divided subsequent to December 
31, 1941. 


So, nobody is hurt and everybody is 
happy. But, what about the taxpayer who 
made a division of community property 
subsequent to the year 1942, ran afoul of 
the Commissioner’s regulations (since in- 
validated), paid the tax on the division, and 
now the statute of limitations has run? This 
taxpayer had some equity under the Reve- 
nue Act of 1948, because he would have 
been able to take the marital deduction on 
his half of the remaining community prop- 
erty in the estate after the division, at his 
death. This seemed equitable because he 
did pay a tax, and that was the reason that 
the Revenue Act of 1948 was legislated with 
that provision in it, but it must be remem- 
bered that of our battery of pitchers three 
did not win their cases until after the pas- 
sage of the Revenue Act of 1948. It appears 


that Congress has taken a “shotgun” ap- 
proach to the problem. In trying to prevent 
giving Messrs. Essick and Mills both a tax- 
free gift (division) and a marital deduction 
on the same community property, they 
completely wiped out in the Revenue Act 
of 1954 whatever equities our theoretical 
taxpayer, who paid his gift tax on a com- 
munity property division, may have had 
under the Revenue Act of 1948. 

The game is not yet over! We are going 
into an extra inning. In the last session of 
Congress, there was introduced by a Con- 
gressman from the State of Washington 
(a community property state), H. R. 6802. 
This legislation is designed to accord to 
taxpayers who may have paid gift taxes 
on divisions of community property, the 
same equities as are afforded Messrs. Es- 
sick and Mills. This bill simply extends the 
statute of limitations on such cases for one 
year after the enactment of the bill. 


It appears that the Commissioner will 
have no objection to the passage of this 
legislation. He has already stated his posi- 
tion on divisions of community property 
in T. D. 6015. Finally, as a clinch-all, in two 
separate letter rulings, dated August 9, 
1955, and September 6, 1955, the Commis- 
sioner has agreed that where the lifetime 
specific exemption was applied on divisions 
of community property and a gift tax paid 
thereon (erroneously), no part of the life- 
time exemption is to be considered as having 
been used on such divisions. These two 
letter rulings have since been incorporated 
into a revenue ruling by the Commissioner. 
(Rey. Rul. 55-709, I. R. B. 1955-48, 23.) 

H. R. 6802 will need the support of all 
residents of community property states, 
even though it may affect a very few. Con- 
stant vigilance is the price of liberty and 
freedom from the encroachment by federal 
tax law on property laws of community 
property states. [The End] 


Carl H. Berglund is a 


certified public accountant, Tacoma, Washington. 
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United Kingdom Income Tax 


and Social Security Laws 
By HAROLD R. KENT 


The author is a well-known foreign tax law specialist and an advisor 
to the Foreign Tax Group of the Controllers Institute; he was formerly 
H. M. Inspector of Taxes at London, England. His article 

was made available through the courtesy of Henry L. Maggiolo, 
general chairman of the group. Copyright 1955, 

Harold R. Kent and the Foreign Tax Group of the Controllers Institute. 


NDIVIDUALS are liable to income tax 

and to surtax, but not to profits tax. In- 
come tax is not a graduated tax; it is a tax 
at a flat or standard rate. For income tax 
purposes, but not for surtax purposes, in- 
dividuals only are entitled to personal reliefs 
(exemptions), one of which is reduced rate 
relief. Effective April 6, 1955, the standard 
rate of income tax was reduced from 45 per 
cent to 42% per cent, and reduced rate relief 
was amended from £100 at 32% per cent, 
£150 at 20 per cent and £150 at 10 per cent 
to £60 at 31% per cent, £150 at 18% per 
cent and £150 at 8% per cent. The first £60 
of income is thus taxable at 11% per cent, 
the next £150 at 2334 per cent, the next £150 
at 33% per cent, and the remainder at 42% 
per cent. 


Among other personal reliefs are: single 
person, £140; married couple, £240; child, 
£100; and dependent relative, £60. Relief for 
earned income consists of two ninths with a 
maximum of £450, and a corresponding re- 
lief applies to unearned income where the 
taxpayer or his spouse has attained the age 
of 65. Special relief is also available for 
small incomes, life insurance premiums paid 
and for a widower’s or widow’s housekeeper. 


The tax concept of income-splitting in 
a joint return of husband and wife is un- 
known in the United Kingdom. Instead, 
where the taxpayer is a married man and 
his wife is living with him during the tax 
year, her income is deemed to be his and 
not hers for tax purposes, so that he alone 


United Kingdom Taxes 


is liable to income tax and surtax on the 
aggregate of his and his wife’s income. 


The surtax rates for the tax years 1954-1955 
and 1955-1956 are as follows: 


Income Bracket Rate as % 

£ - 2,000 . None 
2,001- 2,500 . . 10 
2,501- 3,000 12% 
3,001- 4,000 174 
4,001- 5,000 22% 
5,001- 6,000 27% 
6,001- 8,000 32% 
8,001-10,000 ... 37 
10,001-12,000 .. 424 
12,001-15,000 47% 
15,001 and above 50 


Cumulative Surtax 
Payable on 
£ 2,000 
2,500 
3,000 . 


None 

50- 0-0 
112-10-0 
287-10-0 
512-10-0 
787-10-0 
1,437-10-0 
2,187-10-0 
12,000 . 3,037-10-0 
15,000 4,462-10-0 


Surtax is charged upon individuals only 
whose total income from all sources for any 
tax year (including wife’s income, if any) 
exceeds £2,000 ($5,600), on an ascending 
scale in respect of the excess of such total 
income over £2,000. The above- -mentioned 


125 


5,000 

6,000 

8,000 
10,000 . 





Table of Taxes on Specimen Earned Incomes * 


Total Earned Single 
Income Person 
200 a 2 

500 55 

1,000 211 
2,000 542 
5,000 2,327 
10,000 6,127 
100,000 89,152 


personal reliefs are available to individuals 
only and for income tax purposes only, so 
that surtax is chargeable on gross statutory 
income in addition to standard rate income 
tax of 421% per cent on net taxable income 
after allowance of personal reliefs. 
Consequently, for every pound of income 
above £15,000 ($42,000), the combined in- 
come tax and surtax is 92% per cent. 


Surtax on statutory income of 1955-1956 
(12 months ending April 5, 1956) will be 
payable on January 1, 1957. 

In computing total income for surtax pur- 
poses, it is necessary to gross up a United 
Kingdom corporate ‘dividend, from which 
income tax has been deducted by the cor- 
poration upon payment, by adding back the 
income tax so deducted to the net amount 
received. 

Corporations are liable to income tax and 
to profits tax, but not to surtax. Since 
corporations are not entitled to the personal 
reliefs available to individuals, the corpo- 
rate rate of income tax is the standard 
rate of 42% per cent. 

There is, in the United Kingdom, with 
respect to income tax at the standard rate, 
no double taxation of corporation income— 
first on the corporation earning the income 
and then on the stockholder when he re- 
ceives a dividend distribution out of the 
corporate profits which have already been 
taxed at the standard rate. When a United 
Kingdom corporation makes a dividend dis- 
tribution to its stockholders out of taxed 
profits, the corporation is entitled to deduct 
income tax, at the standard rate controlling 
at the time of payment, from the dividend, 
so that the corporate income tax liability is 
thus, to an extent, passed on to the stock- 
holder. But the corporation so deducting 
standard rate income tax from its dividend 
distributions does not do so as a withholding 
agent for the United Kingdom Revenue, and 
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One Child 


Married— 
Two Children 


£ 5 
126 

457 
2,242 
6,042 
89,067 


85 
414 
2,199 
5,999 
89,024 


6,084 
89,109 


does not have to account to the Crown for 
the tax so withheld; instead it does so in 
exercise of its right of self-recoupment, and 
puts the tax so withheld into its own pocket. 

For standard rate income tax purposes 
therefore (disregarding surtax), a United 
Kingdom dividend is not liable to income 
tax in the stockholder’s hands. One income 
tax only at the standard rate is payable 
on corporate profits, and such tax is pay- 
able by the corporation and not by the stock- 
holders. The corporation pays its own income 
tax when its own profits are assessed; 
it does not pay standard rate income tax 
as agent for its stockholders from whom it 
later recoups itself by deducting standard 
rate income tax when paying out dividends 
to them. 


The profits tax, on the other hand, cannot 
be passed on to the stockholders or recouped 
from them by deduction at the source when 
paying a dividend to them. 

Since January 1, 1952, the rate of profits 
tax has been 22% per cent, reduced to 2% 
per cent to ihe extent corporate profits are 
not distributed to stockholders. But the 
system of nondistribution relief carries with 
it the corollary of distribution charges where 
profits which have been relieved for non- 
distribution are currently distributed in ex- 
cess of current earnings. The purpose of 
the profits tax distribution charge is to 
recapture or cancel the nondistribution relief 
previously allowed, but the matter is com- 
plicated by the fact that until December 31, 
1951, profits tax payable was a deductible ex- 
pense for standard rate income tax purposes, 
while since January 1, 1952, the profits tax 
payable is not so deductible. Accordingly, 
to determine current profits tax liability, 
current distributions must be reviewed his- 
torically in the light of nondistribution relief 
allowed since January 1, 1947. 

The profits tax rates may be summarized’ 
as follows: 
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Rate of 

Profits 
Period Tax 
January 1, 1947-September 30, 1949. 25 % 
October 1, 1949-December 31, 1950..30 % 
January 1, 1951-December 31, 1951..50 % 
January 1, 1952, on . ...22Y%% 


Illustration of corporate income tax and 
profits tax liabilities with distribution charge. 
—A corporation’s calendar-year 1954 profits 
were £15,000 (no franked investment in- 
come). Fifteen thousand pounds was re- 
lieved at the nondistribution rate of 20 per 
cent in the calendar year 1953. A dividend 
was paid April 30, 1955, of £20,000 gross, ex- 





£15,000 at 424% ey 
1954 profits tax assessment (charge- 
able accounting period ended 
12/31/54, current year basis) 
Taxable profits 
Gross distribution 


Distribution charge on 


Profits tax, £15,000 @ 221%4%. .. 
Distribution charge, £5,000 @ 20%. . 


Total corporate tax liability on 1954 profits 


Notes.—Iticome tax recouped by a cor- 
poration at the standard rate of 42% per 
cent from a gross 1955 dividend distribu- 
tion of £26,000 (paid April 30, 1955)—namely, 
£8,500—would be applied by the corporation 
against its income tax liability of £6,375, 
payable January 1, 1956, and_partly against 
its profits tax liability of £4,375, payable 30 
days after assessment, say, by June 30, 1955. 


Seventy-five per cent—that is, £15,000/ 
£20,000—of the £8,500 income tax recouped 
from the stockholders’ gross dividend dis- 
tribution is the same £6,375 which is the 
corporation’s income tax liability on £15,000, 
and is not an additional tax. 


The remaining 25 per cent of the £8,500 
income tax so recouped is accounted for by 
the fact that the remainder of the 1955 dis- 
tribution came from 1953 profits which 
were taxed at 45 per cent, the rule being 
that the rate at which tax can be recouped 
from stockholders on a dividend distribution 
is the standard rate in force at the time 
the dividend becomes due for payment 
(that is, is paid), and not at the standard 
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Rate of Distribution Charge 
Profits To Extent 

Tax on Representing Rate of 
Undis- Recapture Distri- 
tributed of Amount bution 
Profits Relieved at Charge 


10 % 15% 7% 
10 % 20% 10 % 
10 % 40% 20 % 

2”u%% 20% 20 % 


pressed to be paid in respect of the calendar 
year 1954. The standard rate of income tax 
was reduced from 45 per cent to 42% per 
cent, effective April 6, 1955. 

The income tax and profits tax liabilities 
on the calendar-year 1954 profits (1955- 
1956 income tax assessment (Case I, Sched- 
ule D, preceding-year basis) ) are as follows: 


Rate of 
Nondistri- 
bution 
Relief 
15% 
20% 
40% 
20% 


£ 6,375 


. £15,000 
20,000 


£ 5,000 


4,3 


£10,750 


rate which was paid by the corporation at 
the time the profits (out of which the divi- 
dend was paid) were taxed. Since a corpo- 
ration does not pay income tax on its profits 
as agent for its stockholders and since a 
corporation deducts standard rate income 
tax from dividends in exercise of its right 
of self-recoupment and not as a tax with- 
holding agent for the United Kingdom 
Revenue, no attempt is made, or is neces- 
sary, to link up the tax withheld from the 
dividend with the tax paid by the corpora- 
tion on the profits whence the dividend was 
paid. On the above figures, the effect of the 
standard rate reduction from 45 per cent to 
42%, per cent is a “loss” (in exercise of its 
right of self-recoupment) to the corporation 
of 2% per cent on £5,000. 


The £4,375 profits tax charge on the cor- 
poration cannot be recouped from the stock- 


holders by deduction from the gross divi- 
dend of £20,000. 


The distribution charge of 20 per cent on 
£5,000 recaptures the 20 per cent non- 
distribution relief allowed on £5,000 of the 
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£15,000 which was relieved for nondistribu- 
the 1953 chargeable accounting 
period. The nondistribution relief carry- 
forward is thus reduced to £10,000, on 
which distribution charges at 20 per cent 
can be made in subsequent chargeable ac- 
counting periods if distributions exceed 
taxable profits. 


tion in 


Where a United Kingdom resident cor- 
poration is controlled directly or indirectly 
by a nonresident corporation which owns 
not less than 50 per cent of the voting power 
of the United Kingdom resident corpora- 
tion, distributions by the United Kingdom 
corporation to the foreign controlling cor- 
poration are ignored for profits tax pur- 
poses, and the rate of profits tax is 2% 
per cent only with respect to such dis- 
tributions. 


INCOME TAX 
Five Schedules (A, B, C, D and E) 


United Kingdom income tax is imposed 
at the standard rate under a_ schedular 
system. An item of income is classified 
according to the source from which it is 
derived, and the statutory method is to 
measure the amount, and to tax each class, 
of income according to particular sets of 
rules which vary considerably according to 
the schedule involved. The United King- 
dom concept of gross taxable income is thus 
markedly different from the corresponding 
United States concept. 


Unless economic income, or a profit of 
an income nature, can be fitted within one 
of the five schedules, it will not constitute 
taxable income. On the other hand, statu- 
tory income may be deemed to exist in the 
absence of economic income. Thus, for 
example, Irish Sweepstake winnings, foot- 
ball pool winnings and casual capital gains 
(for example, on the sale of one’s personal 
residence) are not taxable income in the 
United Kingdom, but income is deemed to 
arise from the ownership, and from the 
occupation, of land which is unproductive 
of rental or of any other kind of income. 


There is no capital gains tax, as such, in the 
United Kingdom; realized appreciation on an 
investment by one not a dealer or invest- 
ment corporation does not fit within any 
one of the five schedules. As a court 
pointed out: “In the case of an isolated 
transaction or purchase and resale of prop- 
erty, there is really no middle course open. 
It is either an adventure in the nature of 
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Mr. Kent has also written a much 
fuller treatise on United Kingdom 
taxation for the Harvard 

Law School World Tax Series, which 
will be published soon. 


trade, or else it is simply a case of sale and 
resale of property.” The first alternative 
would produce ordinary trade or business 
profits or income taxable under Case I, 
Schedule D (requiring an account prepared 
on the accrual basis, with opening and 
closing inventories valued at cost or market 
value, whichever is the lower); the second 
alternative would produce nontaxable capi- 
tal profit. 


Schedule A.—This schedule imposes in- 
come tax based upon the ownership of land 
(and buildings thereon) by reference to “an- 
nual value.” If the property is let at a fair 
rent—that is, at what the property is worth 
to be let by the year (the landlord being 
liable for repairs and the tenant being 
liable for “rates’—namely, local property 
taxes), such rent would be the measure of 
annual value for income tax purposes. If, 
however, the property is idle and unproduc- 
tive of rent, or is occupied by the owner, 
Schedule A income tax is nevertheless 
chargeable on the hypothetical annual in- 
come deemed to be derived by the owner. 


Though the ultimate tax liability is upon 
the owner, the general plan of the income 
tax acts is to charge the occupier, giving 
him power, where he is not also the owner, 
to recover from his landlord the income 
tax thus paid by deduction from rent. 

The corporation owning and occupying its 
own factory for business purposes is thus 
taxable in the United Kingdom on two 
distinct sources of income, namely, its 
manufacturing profits (Case I, Schedule D), 
and the hypothetical annual value of the 
factory (Schedule A). There is no double 
taxation in such case, however, for the 
amount of annual value taxable under 
Schedule A would be a deductible expense 
under Schedule D. 

A statutory repairs allowance reduces 
gross annual value to net annual value for 
the purposes of the owner’s net liability to 
tax. The basis of assessment under 
Schedule A is the “income” of the current 
year ending April 5. 

Schedule B.—This schedule imposes in- 
come tax based upon the occupation of land 
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as distinguished from ownership. Since 
farming and all occupati m of land managed 
on a commercial basis (except woodlands) 
are now taxable under Schedule D as the 
carrying on of a trade, Schedule B is now 
relatively unimportant and normally applies 
only to occupation of “amenity” land. In 
practice, land of less than one acre occupied 
with a dwelling house is exempted. 


The basis of assessment under Schedule 
B is the “income” of the current year ending 
April 5 and is one third of the Schedule A 
gross annual value. 

Schedule C.—This schedule imposes in- 
come tax on all interest, annuities, etc., 
payable in the United Kingdom out of any 
public revenues (whether of the United 
Kingdom government or of any other gov- 
ernment) with certain exceptions expressly 
taxable under Schedule D. There is no 
provision for the deduction of any expenses 
of the taxpayer. 

The basis of assessment under Schedule 
C is the income of the current year ending 
April 5. Tax is upon the owner of the 
security, and is collected by the machinery 
of deduction of tax at source by the United 
Kingdom payer or by the United Kingdom 
banker, etc., handling the overseas payment. 
The Schedule C deduction-of-tax-at-source 
machinery is also applied to foreign divi- 
dend, interest, etc., payments made by non- 
residents of the United Kingdom. 


Schedule D.—This schedule is the most 
important of the five schedules, and is main- 
ly concerned with income from trades, busi- 
nesses and professions, and with income of 
United Kingdom residents from foreign 
sources. The subdivision into six 
is as follows: 

Case I—United Kingdom 
businesses, including farming. 

Case II]—United 
and vocations. 

Case III—(1) 
Schedule C. 

Case I1V—Income from foreign securities 
(that is, from bonds, mortgages, etc.). 


cases 


trades and 


Kingdom professions 


Interest, etc., not within 
(2) Discounts. 


Case V—Income from foreign 
sions (that is, from shares of stock, trust 
funds, land, alimony, unsecured loans, 
trades and businesses carried on wholly 
abroad, and employments deemed to be 
outside the United Kingdom though exer- 
cised within the United Kingdom). 


posses- 


Case VI—Annual profits not falling under 
any of the foregoing cases and not charge- 
able under any other schedule. 


United Kingdom Taxes 


Many sources of income now directed to 
be taxed—for example, rents in excess of 
the Schedule A annual value, and balancing 
charges to recapture excess depreciation 
deductions, have been assigned to Case VI, 
Schedule D. But as a general rule where 
the United Kingdom Revenue is unable to 
show that the taxpayer’s activities amounted 
to a trade or “to an adventure or concern 
in the nature of trade,” the United King- 
dom Revenue cannot get, under Case VI, 
a tax out of the realized appreciation of an 
asset. The profit is either taxable under 
Case I as a trade or business profit or it is 
nontaxable as a capital profit. 

Except in commencement and discon- 
tinuance cases (see below), tax under Cases 
I-V is charged by reference to the income 
of the year preceding the year of assessment, 
but tax under Case VI is always charged 
on the income of the current year endimg 
April 5. 


Schedule E.—This schedule imposes tax 
on the income from employments other 
than certain employments deemed to be 
outside the United Kingdom even though 
exercised within the United Kingdom (Sched- 
ule D, Case V). A director or officer of a 
United Kingdom corporation holds a “pub- 
lic office or employment of profit” for 
Schedule E purposes; accordingly, a non- 
resident alien of the United Kingdom re- 
ceiving director’s fees from a United Kingdom 
corporation for attending directors’ meetings 
outside the United Kingdom and who never 
even visits the United Kingdom, is never- 
theless taxable under Schedule E on those 
fees as the holder of a United Kingdom 
public office, notwithstanding the provisions 
of the United States-United Kingdom in- 
come tax treaty (McMillan v. Guest (1942) 
24 T. C. 190, H. L.). 

Whether an employment is outside the 
United Kingdom, and thus taxable under 
Case V, Schedule D, and not under Sched- 
ule E, is determined by reference to the 
place-of-payment rule and not by reference 
to the place-of-exercise rule (as provided 
by United States tax law). (See further 
discussion below concerning alien employees 
resident in the United Kingdom.) The basis 
of assessment under Schedule E is the 
income of the current year ending April 5. 
A system of deduction of tax at source 
by the use of cumulative tax tables (pay-as- 
you-earn) distinguishes Schedule E from 
the other schedules and also from the 
United States wage and salary tax with- 
holding provisions. 
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Commencement provisions—new or trans- 
ferred business.—The normal basis of assess- 
ment under Cases I and II, Schedule D, is 
the income of the preceding year, or the 
income of the accounting year which ended 
within the preceding tax year to April 5. 
Thus, in the case of an established busi- 
ness taxable on the preceding-year basis 
the accounting (calendar) year 1955 will 
govern the Schedule D assessment for the 
tax year 1956-1957 (April 6, 1956, to April 
5, 1957) because it will end within the 
preceding tax year to April 5, 1956. Income 
tax on the business profits of the calendar 
year 1955 will thus be payable as 1956-1957 
tax, in One amount on January 1, 1957. 
Provisions of the Companies Act, 1948, re- 
quire United Kingdom corporations properly 
to reserve income tax (and profits tax) liabil- 
ities in the balance sheet (for the information 
and protection of creditors and stockholders). 
As at December 31, 1955, the corporation 
cannot possibly foretell what rates of in- 
come tax (and profits tax) will apply for the 
tax year 1956-1957, and it will have to accrue 
its tax liabilities on the basis of the rates 
prevailing (and known) in 1955-1956. 

Where a new business is set up and, 
generally, where an existing business is sold 
or transferred (or where there is a change 
in the membership of a partnership unless 
all members elect for a continuation of the 
preceding-year basis), the commencement 
provisions (rather than the normal pre- 
ceding-year basis) apply. 


For the year of commencement, the Sched- 
ule D assessment is on the full amount of 
the profits arising in that year (or part 
year), that is, on the current-year basis. 


For the second tax year, the assessment 
must be made on the profits for one year 
“from the first setting up thereof” (in the 
case of sale or transfer, etc., from the date 
thereof). Thus, the assessment for the 
second tax year may be on the profits 
shown by the initial account, but only if 
that account is for a period of 12 months. 
Otherwise, the profits for the second tax 
year are arrived at by the apportionment 
of the profits shown by the first and second 
accounts. 


For the third tax year, the assessment is 
made on the profits of the preceding year. 
Where only one 12-month account has been 
made up to a date preceding the third tax 
year, the preceding year is the year to that 
date, so that the assessments for the second 
and third tax years will each be on the 
same amount. 
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Since this study was prepared, a new 
finance bill has been presented to 
Parliament. See Appendix (page 142). 


Note that if a new business begins on 
July 1, 1955, and makes up accounts to 
December 31, 1955, and annually to Decem- 
ber 31 thereafter, the 1955-1956 assessment 
(for the year of commencement) must 
await the making up of the calendar-year 
1956 accounts, in order to add one fourth 
of the 1956 profits to the profits of the 
six-month period ending December 31, 1955, 
to arrive at the actual profits of the period 
July 1, 1955, to April 5, 1956. (In practice, 
April 5, 1956, and March 31, 1956, in such 
circumstances are treated as coexistent, 
profits being apportioned on the basis of 
months, not days.) 


Illustration—A business began January 
1, 1955. Accounts, six months to June 30, 
1955, profits £2,000; accounts 12 months to 
June 30, 1956, profits £10,000. 

The assessments would be: 

1954-1955 . . 50% of £2,000 (that is, 
period to April 5, 1955) (£1,000). 

1955-1956 . . . £2,000 plus 50% of £10,000 
(that is, first full year) (£7,000). 

1956-1957 Preceding-year basis 
(£7,000). 

1957-1958 
(£10,000). 


The option is available to the taxpayer to 
elect to be taxed for both the second and 
third tax years (not merely for either one of 
them) on the basis of the actual profits of 
those tax years ending April 5, that is, on 
the current-year basis. The election may be 
revoked when the taxpayer has had ‘me to 
consider his trading or business resuits for 
both years. The necessary adjustments are 
made by way of additional assessments, re- 
duction of existing assessments, or refund 
of tax already paid, as appropriate. 


Preceding-year basis 


There are very practical reasons why the 
transferee of a business must know whether 
there is deemed to be a discontinuance of 
the transferor’s business and the setting-up 
of a new one by the transferee. Where the 
transferee already has a business and is 
held to be the “successor” to another, he is 
taxable on the actual profits of the acquired 
business for the first part-year (with adverse 
effect in the years immediately following), 
whereas if the acquired business is held to 
be merely an extension of his existing busi- 
ness, his tax liability for the year of acquisi- 


TAXES —The Tax Magazine 





tion is based on the profits of the preceding 
year of his original business only, and will not 
reflect the profits of the acquired business in 
the year of acquisition. 


Cessation or discontinuance provisions— 
business permanently closed or transferred. 
—Where a trade or business is transferred 
or permanently discontinued during a tax 
year (12 months ending April 5), the assess- 
ment for the year of cessation is based on the 
actual profits of the period from April 6 to 
the date of cessation or transfer, whether 
such amount is more or less than the exist- 
ing assessment already made on the preced- 
ing-year basis. 


For the penultimate year—that is, the tax 
year to April 5 immediately prior to the tax 
year in which cessation or transfer occurs— 
the assessment must be increased to the amount 
of the actual profits of that year if such 
amount exceeds the assessment already made 
on the preceding-year basis. But if the 
actual profits of the tax year to April 5 
immediately prior to the tax year of cessa- 
tion or transfer are less than the existing 
preceding-year-basis assessment, the penul- 
timate year’s assessment is not reduced to 
the actual profits of that year (that is, the 
adjustment of the penultimate year’s assess- 
ment can only be upward, never downward). 

The statutory provision, which deems the 
profits of an accounting year which ended 
within the preceding tax year to be the 
profits of said preceding tax year, does not 
apply in discontinuance cases. Instead, for 
comparison of the actual profits of the pre- 
ceding—that is, the penultimate—year with 
the existing assessment for that year, the 
profits of the penultimate year to April 5 
are to be computed by apportionment of the 
profits of the accounting periods falling 
wholly or partly within the penultimate tax 
year. 

Illustration.— 

Accounting period ended September 30, 
1955—profits, £10,000, 

Accounting period ended September 30, 
1956—profits, £15,000. 

Accounting period ended September 30, 
1957—profits, £12,500. 

Six months ended March 31, 1958—prof- 
its, £3,000. 


Business sold March 31, 1958. 


Original assessments on preceding-year 
basis.— 
1956-1957 
1957-1958 
1958-1959 


£10,000 
£15,000 
£12,500 


United Kingdom Taxes 


Revised assessments.— 


1958-1959 No assessment (trans- 
feror’s business ceased before April 6, 1958). 

1957-1958 . . . Final year to April 5, 
1958; 50% of £12,500 plus £3,000—£9,250. 

1956-1957 . Penultimate year to April 
4, 1957; 50% of £15,000, plus 50% of £12,500 
—£13,750. 

Required adjustments.— 

1958-1959 Discharge assessment on 
£12,500. 

1957-1958 
£15,000 to £9,250. 

1956-1957 Additional assessment 
on £13,750 minus £10,000, that is, on £3,750. 


In contrast to the flexibility of the tax- 
free reorganization provisions of United 
States tax law, it will be noted that the 
application of the discontinuance provisions 
to the transferor and of the commencement 
provisions to the transferee may operate as 
powerful tax deterrents in the United King- 
dom to the incorporation of noncorporate 
businesses, and to the liquidation, merger, 
consolidation and reconstruction of existing 
corporations, In times of rising profits, the 
application of the discontinuance and com- 
mencement provisions would tend to retard 
corporate reorganizations and the purchase 
and sale of businesses. 


Reduce assessment from 


In times of falling profits, however, tax ad- 
vantages would accrue from the transfer or 
the incorporation of a business, for the 
assessments (on transferor and transferee) 
for the tax year of transfer would be based 
on the actual profits of that year instead of 
on the profits of the preceding year. Section 
17, Finance Act, 1954, in the case of corpo- 
rations, prevents the application of the dis- 
continuance and commencement provisions 
from being abused as a tax-avoidance device. 

Deduction of business expenses: Cases I 
and II, Schedule D.—In computing the tax- 
able profits of a trade, business, profession 
or vocation, an expense item is deductible 
if its deduction is justifiable on commercial 
accounting principles, provided the deduc- 
tion is not prohibited by a specific provision 
of the income tax acts. In other words, an 
expense is deductible unless its deduction is 
expressly prohibited or its deduction would 
not be proper by ordinary commercial ac- 
counting principles. 

Very briefly, the more important statu- 
tory expense-deduction prohibitions are: 


(1) Expenses not wholly and exclusively 
laid out or expended for the purposes of the 
trade or business. 


131 





(2) Personal or private expenses (includ- 
ing income and profit taxes). 

(3) Capital expenses (alterations, addi- 
tions and improvements) in repairs. 

(4) Nonbusiness losses. 

(5) Nonbusiness bad debts. 

(6) Sums in respect of capital employed 
in the business (including interest on capital). 

(7) Business investments becoming worth- 
less (except in the case of investment, etc. 
corporations). 


(8) Depletion of wasting mineral deposits 
(except outside the United Kingdom), 


(9) Annual interest, annuity, or other an- 
nual payment payable out of the business 
profits (see below). 

(10) Patent royalties and other sums paid 
in respect of the user of a patent, and rent, 
etc. payments treated as if they were patent 
royalties (see below). 


Treatment of interest, patent royalty, etc. 
payments, and deduction of tax at source.— 
The United Kingdom system of deduction 
of tax at the source combines features of 
tax assessment, tax collection, and preven- 
tion of possible tax evasion. It has been 
found simpler and cheaper, both adminis- 
tratively and commercially, to assess and 
collect the income tax applicable to, say, 
bond interest from the mortgagor corpora- 
tion instead of from the numerous bond- 
holders. Thus, the mortgagor paying annual 
interest or the licensee paying patent royal- 
ties is prohibited by Section 137, Income 
Tax Act, 1952, from taking a deduction 
therefor as business expenses in arriving at 
net income liable to tax. Sections 169(1) 
and 169(3)(a) require that the whole of the 
profits shall be assessed and charged with 
tax on the person liable to make such pay- 
ments without distinguishing such payments. 


Such provisions would obviously be un- 
just were it not for the further provision, in 
Section 169, which compensates the payer 
for the loss of such business expense deduc- 
tions by stating that the payer shall be 
entitled, on making the payment, to deduct 
and retain out of it a sum representing in- 
come tax thereon at the standard rate for 
the year in which the amount payable be- 
comes due. The payee is bound under pen- 
alty to allow deduction of tax upon receipt 
of the balance, the payer is acquitted and 
discharged to the extent of the tax deducted 
as if that amount had been actually paid to 
the payee, and Section 506(2) unequivocally 
declares that every agreement for payment 
of interest, rent or other annual payment in 
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full without allowing any such deduction (of 
income tax) shall be void. 


Section 169 applies to the annual interest, 
patent royalties, etc., payable wholly out of 
taxed or taxable profits, and the payer is 
merely entitled to recoup himself by deduct- 
ing standard-rate income tax on making 
payment. The payer is not obliged to deduct 
tax, and it is no concern of the United 
Kingdom Revenue if he fails to exercise his 
right of self-recoupment. 

Section 170, on the other hand, applies 
where any (not merely annual) interest, 
annuity, patent royalties, etc., are not pay- 
able, or are not wholly payable, out of taxed 
or taxable profits. In such circumstances, 
the payer must deduct tax at the standard 
rate, must forthwith file information returns, 
and must account to the United Kingdom 
Revenue for the standard rate income tax 
so deducted (or which ought to have been 
deducted). 


To the extent the payer has taxed or tax- 
able income available to cover the tax he 
has deducted from annual interest, patent 
royalty, etc. payments, Section 169 will ap- 
ply, but if the total income tax borne by the 
payer on his total income (whether assessed 
directly or taxed by deduction at the source) 
is less than the tax deducted when making 
such payments to payees, the payer must 
account to the United Kingdom Revenue, 
under Section 170, for the difference. 


Sections 169 and 170 are largely comple- 
mentary, but the following differences in 
scope and application are of vital importance: 


(1) Section 169 applies where annual in- 
terest, patent royalty, etc. payments are 
made wholly out of profits; Section 170 ap- 
plies where such payments are not payable, 
or are not wholly payable, out of taxed or 
taxable profits. 


(2) When applicable to interest, Section 
169 is restricted to annual interest; Section 
170 applies to any interest, yearly or short. 


(3) Section 169 entitles the payer to retain 
the tax deducted from the payment, and 
thus to recoup himself for the tax he has 
borne (or will bear) on that part of his statu- 
tory income which is payable to another 
(the payee), but he is not bound to deduct 
tax; Section 170 makes deduction of tax 
mandatory, and the person by or through 
whom the payment is made must deduct tax 
and account for it to the United Kingdom 
Revenue. 


(4) Deduction under Section 169 is at the 
standard rate for the year in which the 
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amount payable becomes due (a higher or 
lower rate may exist at the time of actual 
payment if the interest, etc., is prepaid or is 
paid in arrears); under Section 170, deduc- 
tion of tax must be made at the standard 
rate in force at the time of payment. 


(5) Section 169(1)(a) expressly prohibits 
assessment of tax on the payee of interest 
or annuities (but not on the payee of patent 
royalties); Section 170 contains no such 
prohibition. Accordingly, should the payer 
fail in his duty to deduct tax under Section 
170 or fail to exercise his right to deduct 
tax from patent royalties under Section 
169(3), the payee can be assessed directly. 


Where an individual payer of interest, etc., 
is not liable, by reason of his claim to per- 
sonal exemptions and reliefs, to pay income 
tax at the standard rate on sufficient of his 
income to cover the interest, etc. (from 
which he has, or should have, deducted tax 
on making payment), his personal exemp- 
tions and reliefs have to be restricted so that 
these “retainable charges” are retained in 
charge against him at the standard rate, and 
the United Kingdom Revenue thus obtains 
from the payer the tax he withheld from the 
payee when making payment. 


If the payee of such retainable charges 
(who has suffered standard rate income tax 
by deduction at the source) is not liable to 
tax on all his income at the standard rate 
(by reason of his claim to personal exemp- 
tions and reliefs), he files a refund claim 
for part or all of the tax so suffered by de- 
duction. 


Interest paid to a bank, stockbroker or 
discount house is paid without deduction of 
tax (because included in the bank’s Case I, 
Schedule D taxable income), and the payer 
is entitled to refund of tax out of his taxed 
income for such interest paid (Section 200). 
Mere capitalization of interest, that is, add- 
ing it to the existing debt, is not “payment,” 
for the interest was added to the debt pre- 
cisely for the reason that it was not paid 
when due. 


Where the payer of a retainable charge 
fails to exercise his right to dedtict tax un- 
der Section 169, his failure to deduct is no 
concern of the United Kingdom Revenue; 
the matter affects only the parties to the 
payment. It is clear, however, that at the 
time such a charge is paid, the payer ought 
always to exercise his Section 169 right to 
deduct tax, for until the close of the tax or 
accounting year he cannot be entirely sure 
that the charge will have been paid out of 
taxed or taxable profits or income. If not 


United Kingdom Taxes 


paid, or not wholly paid, out of profits, Sec- 
tion 170 applies and deduction is mandatory; 
accordingly, if the payer has failed to de- 
duct tax at the standard rate (and has in- 
sufficient taxed income from other sources 
to cover the payment), his ignorance of the 
tax law (or his reluctance to seek legal 
advice) will cost him 142% per cent of the 
payment, namely, the 100 per cent paid to 
the payee, plus the 42% per cent standard 
rate of income tax for which he must ac- 
count to the United Kingdom Revenue, 
representing the amount he ought, by law, 
to have deducted. 


Where the United Kingdom debtor or li- 
censee has lost his right to deduct United 
Kingdom income tax against his creditor or 
licensor, when making payment of interest 
or patent royalties out of his taxed or tax- 
able business profits, under a tax treaty pro- 
vision, said United Kingdom debtor or 
licensee is “compensated” by being allowed 
such payment as a business expense. 


Deduction of tax from corporate divi- 
dends.—A dividend paid out of the profits 
of a corporation resident in the United 
Kingdom (which is taxable on the full 
amount of its profits before payment of any 
dividend under Section 184(1)) is not subject 
to income tax in the stockholder’s hands. 
But such dividend (gross, that is, including 
standard rate income tax withheld there- 
from) forms part of the stockholder’s statu- 
tory total income for surtax and personal 
relief purposes. 

Section 184(1) also provides that the cor- 
poration paying the dividend shall be entitled 
to deduct tax at the standard rate for the 
year in which the amount payable becomes 
due, that is, the date fixed for payment at 
the time of declaration. Though deduction 
of income tax by the corporation is not 
mandatory under Section 184, Section 186 
provides that if a dividend from which de- 
duction of tax is authorized is paid without 
deduction of tax (the so-called “free-of-tax 
dividend”) the gross dividend is deemed to 
be such an amount as, after deduction of 
tax at the standard rate, will produce the 
net amount received. 


The Gimson decision, (1930) 15 T. C. 595, 
makes it, quite clear that to the extent a 
dividend is paid out of capital profits (which 
were not taxable income in the corporation’s 
hands), there can be no income tax or sur- 
tax liability on the stockholder. 


When a corporation’s liability to United 
Kingdom income tax is reduced by a foreign 
tax credit, the deduction authorized by Sec- 
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tion 184 is not affected. No reduction in the 
deduction of standard rate income tax is 
made by reason of any such relief the cor- 
poration obtains, for the tax liability and the 
foreign tax credit are the corporation’s, not 
the stockholder’s. The stockholder, how- 
ever, is not entitled to personal relief or 
refund in respect of such tax at a rate in 
excess of the net United Kingdom rate 
(even though he has “suffered” tax by de- 
duction at the standard rate) because, in 
computing total income on which his claim 
to personal relief is based, his dividend is 
required to be grossed-up at the net United 
Kingdom rate only, and not at the standard 


Asset 


Initial 
Industrial buildings and 
structures (not including 
dwelling retail 
shops, showrooms, hotels 
or offices) 


he uses, 


None 


None 


Machinery and plant 


Mines, oil wells, etc 20%, 


ance 


Agricultural or forestry 
buildings 10%. 


an 


Patents 


Capital expenditure on 
scientific research 


60% 


The effect of the initial allowance was 
to leave a smaller residue of expenditure to 
be written off over the estimated remaining 
life of the asset. In other words, though 
the initial allowance was a powerful tax 
incentive to re-equip for an increase in pro- 
ductivity (the tax saving was often enough 
to make a down payment on an additional 
machine), it did not enable the taxpayer to 
recover depreciation allowances in excess 
of 100 per cent of cost, and merely operated 
as an acceleration of the depreciation allow- 
ances over the asset’s life. 
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Investment 


as elective alterna- 
tive to 40% 


There 


initial allowance. 


None 
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rate. For the purposes of surtax total in- 
come, however, such dividend must be 
grossed-up at the standard rate of income 
tax which was deducted, and the foreign tax 
credit relief afforded the corporation is 
disregarded, 


Capital expenditure allowances (depre- 
ciation).—Since the Income Tax Act, 1945, 
the depreciation deductions available to 
United Kingdom taxpayers have been gen- 
erous, and designed as incentives to re-equip 
for an increase in industrial productivity. 
The position at April 7, 1954, under the In- 
come Tax Act, 1952, as amended, may be 
summarized as follows: 


Allowances 


Annual 


2% 


Various percentages according 
to type of machine. Five fourths 
—that is, 125%—of annual 
rate is allowable. 


5% minimum 
initial allow- 


never 10% 


was 


Fraction based on residue of 
life (minimum thus one seven- 
teenth, or 5.88%) 


20% 10% for four years 


Investment allowance.—In the case of 
capital expenditure on certain new assets ac- 
tually incurred after April 6, 1954 (Section 16, 
Finance Act, 1954), the investment allow- 
ance (except in the case of ships and of 
mines, oil wells, etc.) replaces the initial 
allowance, and enables the taxpayer to 
write off the entire cost of the asset over 
its estimated life and, in addition, to receive 
as a tax-free gift 10 per cent or 20 per cent 
(according to the type of asset) of the cost 
price. In other words, accounting ortho- 
doxy has been departed from, and it is now, 
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in a sense, possible to obtain depreciation 
allowances of 110 per cent or 120 per cent 
of original cost. 


The investment allowance is not to be 
written off in arriving at the residue of 
expenditure for calculation of the annual 
allowance, so that in the tax year of pro- 
vision of the new asset, after April 6, 1954, 
both the investment allowance of 10 per 
cent or 20 per cent and the first year’s 
annual allowance based on 100 per cent of 
the cost will be allowable. 


The allowances for capital expenditure 
on scientific research are particularly good. 
The construction of new buildings or the 
provision of new (not secondhand) machin- 
ery for scientific research purposes, on or 
after April 7, 1954, will rank for an allow- 
ance of 110 per cent or 120 per cent of cost, 
namely, 60 per cent plus the 10 per cent or 
20 per cent investment allowance in the first 
year, and 10 per cent per annum in the 
next four years. 

Note that buildings and machines, when 
used for scientific research purposes, are 
depreciable for tax purposes at the higher 
scientific research rate instead of at the 
lower rates applicable to buildings or ma- 
chines used for ordinary trade or business 
purposes. As might be expected, there are 
elaborate adjustment provisions to be ap- 
plied when a building or machine ceases 
to be used for research and instead is used 
for ordinary business purposes. Note also 
that expenditure on alterations to buildings, 
which are incidental to the installation of 
machinery or plant, is deemed to be expen- 
diture on machinery, and thus qualifies for 
the much higher Chapter II (of Part X) 
allowances rather than the lower Chapter I 


allowances. 


Note also that Finance Act, 1954, Second 
Schedule, contains elaborate provisions de- 
signed to prevent abuses of the investment 
allowances, particularly in the case of those 
taxpayers who try to purchase tax deduc- 
tions instead of assets to be bona fide used 
in trade or business. 

The capital expenditure allowances are to 
be given with respect to the taxpayer’s 
“basis period” (Section 325) for the year 
of assessment, namely, “the period on the 
profits or gains of which income tax for 
that year falls to be finally computed under 
Case I,” that is, the accounting period the 
profits whereof govern the assessment for 
the taxable year pursuant to Section 127 
(usually the accounting year which ended 
within the preceding tax year to April 5). 
In the case of an employee taxable under 
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Schedule E, however, who is entitled to 
capital allowances on machinery and plant 
(for example, a traveling salesman using 
his car), the basis period for any tax year 
is the year of assessment itself (Section 
325(4)), because the current-year basis ap- 
plies under Schedule E in contrast to the 
normal preceding-year basis (except in com- 


mencement and discontinuance cases) under 
Schedule D. 


Balancing charges and allowances.— Where 
the proceeds of sale, insurance, etc., of 
a depreciable asset are larger or smaller 
than the residue of expenditure (that is, 
that part of the original capital expenditure 
not yet allowed for tax purposes), the 
necessary adjustment to the depreciation 
allowances previously granted is made, or 
allowed, by means of a balancing charge or 
balancing allowance. Events giving rise 
to such charges or allowances occur not 
only in the case of sale, but also where 
the asset is demolished, destroyed, becomes 
obsolete or is taken out of business use, 
and where there is a permanent discon- 
tinuance of the taxpayer’s business for tax 
purposes. Such charge or allowance is made 
for the tax year in the basis period for 
which the event occurs. A balancing charge 
(taxable income) is intended only to adjust 
or correct prior depreciation allowances 
proved by the event to have been excessive, 
so that any portion of the sale, insurance, 
salvage or compensation proceeds in ex- 
cess of original cost would represent a 
capital (that is, nontaxable) profit. The 
new investment allowance is excluded for 


the purpose of ascertaining the amount of 
a balancing charge. 


Statutory methods of computing annual 
allowance for machinery and plant—The 
“normal method” is the declining-balance 


method (Section 281) whereby a new 
written-down value is arrived at each year. 


The “alternative method” is the straight- 
line method (Section 282) available since 
1949-1950 only, and only if the taxpayer 
so elects. 

The “special method” is for use in con- 
nection with mines, oil wells, etc. only, and 
only if the taxpayer so elects (Section 284). 


Basic annual rates for depreciation of 
machinery and plant are determined by 
the internal revenue commissioners by con- 
sultation and agreement with the appro- 
priate trade associations, thus minimizing 
the possibility that taxpayers will dispute 
the amounts annually allowed by lodging 
appeals against allowances so calculated. 
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Renewals basis of allowance (for ma- 
chinery and plant).—As an alternative to 
the annual allowance for depreciation of 
machinery and plant under Chapter II of 
Part X, the taxpayer may deduct the cost 
of renewals at the time such cost is 
incurred. 


Example. 


Cost of original 
Cost of improved replacement 


Cost of renewal with same type as old 


Salvage proceeds of old 

Renewals allowance due 
(£600 — 50) 

Renewals allowance 


(£300 — 50) 


Although the capital expenditures allow- 
ance and the renewals allowance are mutu- 
ally exclusive, and are true alternatives, a 
from method to 
upon proper adjustments made 

double deductions. 


taxpayer switch one 
the other 


to prevent 


may 


For the purposes of the new-machinery 
investment allowance of 20 per cent, a tax- 
payer on the renewals basis is treated as 
having incurred a Chapter II capital ex- 
penditure, and is thus entitled to the 20 per 
cent investment allowance for such ex- 
penditure on new machinery incurred on 
or after April 7, 1954, in addition to his 
renewals allowance. 


Relief for Trade or Business Losses 

(1) Deduction or set-off under Section 
142.—The effect of Section 142 is to pool 
the profits and losses of all trades, busi- 
nesses, professions and vocations carried 
on by the same taxpayer (or spouse living 
with him), and taxable under Schedule D. 


(2) Relief against other income (Section 
341).—Section 341 allows business losses 
to be set off against other income, for 
example, investment income or salary. Ap- 
plications must be made within one year 
after the end of the tax year, the adjust- 
ment being normally made by way of refund. 

For 1953-1954 and subsequent years, Sec- 
tion 341 relief is available for a loss sus- 
tained in the last preceding year in any 
trade, profession, employment or vocation, 
provided such trade, etc. is still being car- 
ried on by the claimant in the year in 
which claim is made, and relief for a loss 
sustained in such preceding year is to be 
given in priority to any Section 341 relief 
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Where an old machine is replaced by a 
new one not identical with the old, the 
excess of the replacement cost over what 
would have been the renewal cost is not 
deductible. This would occur where the 
old machine is replaced by one of a more 
improved, extensive or expensive design. 


Machine I 
£500 


Machine II 
£500 
900 900 
600 300 
50 50 


Machine I 


due Machine II 


250 


with respect to a loss sustained in the 
year for which relief is claimed. The effect 
of Section 15(3), Finance Act, 1953, is thus 
to make Section 341 relief available for 
set-off against (1) the total income of the 
tax year in which the loss was incurred or 
(2) the total income of the next following 
tax year, any unrelieved loss being available 
for carry-forward and set-off against future 
profits of the same trade, etc. under 


Section 342. 


The recommendation of the Millard Tucker 
Report on the Taxation of Trading Profits 
was thus implemented, namely, that the 
carry-forward and set-off of business losses 
against nonbusiness income should be limited 
to one year only, any unrelieved balance 
being carried forward for set-off only against 
future profits from the same business. 

Unallowed depreciation is includable to 
create or augment a loss for Section 341 
and for Section 15(3), Finance Act, 1953 
relief purposes, Thus, unrelieved capital 
expenditure allowances can be offset against 
nonbusiness income for one year, where, 
owing to an absence or an_ insufficiency 
of trade or business profits, such depre- 
ciation deductions cannot be allowed in the 
Schedule D assessment on the trade or 
business in question. 

(3) Loss carry-forward (Section 342).— 
Section 342 applies to trades, professions 
or vocations (but not to employments; 
distinguish Section 341), and provides for 
the carry-forward of a Case I or IT, Schedule 
D loss where the taxpayer has not wholly 
been given relief under Section 341 or under 
any other provision of the income tax acts. 
Such losses carried forward are deductible 
from the Case I or II assessments on the 
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same taxpayer for subsequent tax years. 
The six-year time limitation on the carry- 
forward of losses was removed by Section 
27, Finance Act, 1952. (Note also that 
such six-year time limit never had any 
application to unrelieved capital expenditure 
allowances, so that unallowed depreciation, 
and losses displaced by the allowance of 
previously unallowed depreciation, always 
were, and still are, available for carry- 
forward without any limit of time.) 


Section 342 relief is available only where 
the business in which subsequent profits 
are made is the same business in which 
the loss was sustained and where there is 
continuity of proprietorship. Thus, where 
corporation A is merged into corporation 
B, A’s loss carry-forward would lapse upon 
A’s ceasing to exist, and corporation B 
would inherit or acquire no loss from A. 
But B’s own loss carry-forward would not 
lapse upon the merger because B continues 
to exist. 


Exception for transfer of sole proprietor- 
ship or partnership to corporation—under Sec- 
tion 343(1), provided the consideration for 
the transfer consists solely or mainly of an 
allotment of shares of the transferee corpo- 
ration to the individual or partners, and the 
claimant owns the shares beneficially from 
the date of the transfer to the ensuing 
April 5, and the transferee corporation 
carried on the business transferred from 
the date of transfer to the ensuing April 
5, then the transferor taxpayer(s) may 
treat income derived from the transferee 
corporation (dividends, salaries, directors’ 
fees) as if such income were profits of the 
business transferred, so that Section 342 
losses of the sole proprietorship or part- 
nership will not lapse automatically upon 
transfer but may be set off against such 


dividend or earned income received. 


(4) Loss carry-back (Section 18, Finance 


Act, 1954): terminal losses—This 1954 
amendment implemented the Millard Tucker 
recommendation that a sustained in 
the last year of business (terminal loss) 
should be f carry-back and 


loss 


available for 
available for set-off against the assessments 
on the profits of that business for the three 
preceding years. 

For this purpose, a business ceases, that 
is, is permanently discontinued, when so 
treated for the purposes of Section 19, Finance 
Act, 1953. The amendment took effect 
April 6, 1954, so that even in the case of 
a business ceasing in 1954-1955, relief will 
primarly be allowable from the 1953-1954 
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assessment, and the earliest year to which 
the 1954-1955 terminal loss can be carried 
back is 1951-1952. 


The profits of the preceding years to 
which the terminal loss may be carried 
back must be treated as reduced by pay- 
ments made out of taxed profits from which 
tax has been deducted (for example, an- 
nual interest, patent royalties, etc.), and 
in the case of a corporation, reduced by 
profits distributed by way of dividend. 


Taxation of Foreign Income: 
Cases IV and V, Schedule D 

Case IV covers income from foreign 
securities (interest on secured loans) whereas 
Case V deals with income from foreign 
possessions (income from foreign sources 
other than interest on secured loans). 

Case V includes foreign dividends, trust 
income, interest on unsecured loans, ali- 
mony, rents, income from a trade or busi- 
ness carried on wholly abroad, and income 
from employments deemed to be outside 
the United Kingdom though exercised 
within the United Kingdom. 


The fundamental general rule, under both 
cases, is that the full amount of the income 
arising from the foreign source in the pre- 
ceding year is liable to United Kingdom 
tax, whether that foreign income is remitted 
to the United Kingdom or not (the arising 
basis). Thus it was not until Section 21, 
Finance Act, 1953, that any relief was 
available to a United Kingdom taxpayer 
where the foreign income was blocked. 

As exceptions to the general rule, how- 
ever, income immediately derived by a 
person (iacluding a corporation) from the 
carrying on of a trade, profession or voca- 
tion outside the United Kingdom (whether 
alone or in partnership) and income from 
any office, employment or pension outside 
the United Kingdom are not charged on the 
full amount arising abroad but only on the 
actual amount remitted to the United 
Kingdom (the remittance basis). 

Cases IV and V are subdivisions of 
Schedule D, and under Schedule D income 
from non-United Kingdom sources can be 
taxed only to United Kingdom residents. 
Consequently, no question of liability to 
United Kingdom income tax under Cases 
IV and V can arise unless the taxpayer is 
a resident of the United Kingdom. More- 
over, as another exception to the general 
(arising basis) rule of liability, Section 
132(2) provides that income from foreign 
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other foreign assets is to 
be taxed on the remittance basis only, where 
the taxpayer satisfies the internal revenue 
commissioners that (1) he is not domiciled 
in the United Kingdom or (2) being a 
British subject (or a citizen of the Republic 
of Ireland), he is not ordinarily resident in 
the United Kingdom. x 


securities and 


Alien employees resident in ‘the United 
Kingdom.—Because of the peculiar con- 
cepts in the United Kingdom law whereby 
certain employments exercised in the United 
Kingdom are treated as employments situ- 
ated outside the United Kingdom (and 
thus within Case V, Schedule D, and not 
within Schedule E), and in view of the very 
low personal exemptions, the high (42% 
per cent) standard rate of income tax, 
and the crushing impact of surtax on in- 
dividual total income in excess of £2,000 
($5,600), this area of United Kingdom tax 
law is of vital importance to alien residents 
of the United Kingdom who are perform- 
ing services there. A United States citizen 
who is resident and employed in the United 
Kingdom must know (1) whether his salary 
is 100 per cent taxable under Schedule E, 
or taxable only on the amount thereof re- 
mitted to the United Kingdom under Case 
V, Schedule D, and (2) whether his United 
States investment, etc. income (if any) is 
liable to United Kingdom tax on the aris- 
ing, or only on the remittance, basis. 


Article X1I(2) of the United States-United 
Kingdom income tax treaty is of no assistance 
in this respect, since it deals only with a 
United States resident who is to be exempt 
from United Kingdom tax on his personal- 
service earnings provided (1) the United 
States resident is present in the United 
Kingdom for a period not exceeding 183 
days during the tax year to April 5 and 
(2) the services are performed for a United 
States resident. 


Even under Article XI, therefore, if the 
United States resident performs personal 
services in the United Kingdom for a 
United Kingdom resident for however short 
a period, or if he performs services in the 
United Kingdom for any employer for 
more than 183 days in the tax year to 
April 5, he will be liable to United Kingdom 
income tax (and possibly surtax) on such 
earnings, whether remitted to the United 
Kingdom or not. 


In determining whether a United King- 
dom resident employee’s salary is 100 per 
cent taxable under Schedule E, or taxable 
only on the amount thereof remitted to 
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the United Kingdom under Case V, Schedule 
D, the United Kingdom place-of-payment 
test controls rather than the place-of-per- 
formance test (see Section 861(a) (3), United 
States Internal Revenue Code of 1954). 


Note that if the alien employee performs 
services for a United Kingdom employer, 
he will be liable to tax under Schedule E, 
and no question of the remittance basis 
under Case V, Schedule D, can possibly 
arise. Provided the proper circumstances 
exist, however, and provided the United 
Kingdom case law is properly applied, 
worth-while income tax minimization pos- 
sibilities are inherent in a combination of 
the United Kingdom case law with Section 
911, United States Internal Revenue Code, 
1954. Salary may be entirely excludable 
from the United States individual income 
tax return under Section 911, and be only 
partly taxable in the United Kingdom. 
The difference—the salary not remitted 
to the United Kingdom—would not be tax- 
able in either country. 


Conclusions and Classifications with 
Respect to Cases IV and V, Schedule D 


An individual is regarded as resident in 
the United Kingdom for tax purposes if: 


(1) He is physically present in the United 
Kingdom for a period or periods aggregat- 
ing six months in the tax year to April 5 
(Section 375). 


(2) He stays in the United Kingdom 
for any shorter period in the tax year with 
intent to establish residence in the United 
Kingdom. 


(3) He has a place of abode in the United 
Kingdom, maintained available for his use, 
and he visits the United Kingdom at any 
time (that is, one day) in the tax year. 


(4) He visits the United Kingdom year 
by year for three months or more on the 
average (without the maintenance of a place 
of abode available for his use). 


A corporation is resident in the United 
Kingdom for tax purposes if its business 
is managed and controlled in the United 
Kingdom. Control in this context means 
managerial and directorial control, not stock- 
holding control. The place of incorporation, 
whether in the United Kingdom or else- 
where, has little or no bearing on the 
corporation’s residence for United Kingdom 
tax purposes. 


In the case of foreign investment income 
(income other than that derived from a 
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trade, etc., carried on abroad, or from an 
employment deemed to be outside the 
United Kingdom), two categories of in- 
dividuals are created: (1) those whose 
foreign income is taxable on the arising 
basis (whether remitted to the United 
Kingdom or not) and (2) those whose 
foreign income is only partly liable to 
United Kingdom tax (to the extent re- 
mitted to the United Kingdom). 


Within the first category (arising basis) 
fall (1) taxpayers (British subjects or 
Irish citizens) who are ordinarily resident 
and domiciled in the United Kingdom, and 
(2) alien taxpayers resident and domiciled 
in the United Kingdom. 


Within the second category (remittance 
basis) fall (1) taxpayers (British subjects 
or Irish citizens) who are resident but 
not ordinarily resident (even though domi- 
ciled) in the United Kingdom, (2) British 
subjects or Irish citizens who, though ordi- 
narily resident, are not domiciled in the 
United Kingdom and (3) alien taxpayers 
who, though resident, are not domiciled 
in the United Kingdom. 


“Ordinarily resident” means not merely 
occasionally resident, that is, residence in 
the course of the customary mode of life 
in contrast with special or occasional or 
casual residence. Residence which is habitual 
and part of the taxpayer’s regular mode 
of living is “ordinary” so that a taxpayer 
need not necessarily spend most of his 
time in the United Kingdom nor have his 
principal or sole home in the United King- 
dom to be ordinarily resident there. 


Income Tax Principles: 
Generally Applicable to Profits Tax 
and to Surtax 


The charge to profits tax, though pro- 
viding that it shall be based on the income 
of the current accounting period rather 
than the income of the preceding year, re- 
quires that the amount taxable shall be 
computed in accordance with income tax 
principles. Surtax is due and payable as a 
deferred installment of income tax and 
is chargeable where an individual taxpayer’s 
total statutory income exceeds the £2,000 
point of liability. Generally speaking, there- 
fore, it is true to say that the basic 
principles explained above with respect to 
income tax apply, with appropriate adapta- 
tions, to profits tax (chargeable on corpo- 
rations only) and to surtax (chargeable to 
individuals only). 
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An excess profits levy was introduced 
effective January 1, 1952, and was termi- 
nated effective December 31, 1953. During 
this two-year life span, the excess profits 
levy was not an alternative to profits tax 
and standard rate income tax, but was 
in addition thereto and was levied at the 
rate of 30 per cent on the amount by which 
the corporate profits exceeded certain stand- 
ards, with an overriding limit of 15 per cent. 
Consequently, between January 1, 1952, and 
December 31, 1953, a corporation could be 
liable to: 


Income tax 47% 
Profits tax 22% % 
Excess profits levy 15 % 

Total 85 % 


Foreign Tax Credits 


United Kingdom tax law provides relief 
for foreign income taxes paid with respect to 
foreign income which becomes liable to United 
Kingdom income taxation, either as treaty 
relief (a matter of bilateral arrangement) 
or as unilateral relief (where no tax treaty 
has been negotiated). As in United States 
tax law, the amount of foreign tax credit 
relief may be required to be restricted 
according to the proportion that the foreign 
income bears to the total income subject 
to United Kingdom tax, but unlike the 
position under United States tax law, the 
amount of foreign tax liability thus unre- 
lieved is not entirely lost or wasted, but 
is available as a deduction in arriving at 
the amount of income liable to United 
Kingdom tax. 


DIGEST OF EMPLOYEE BENEFIT LAWS— 
UNITED KINGDOM SOCIAL SECURITY 
LAWS 


The national insurance legislation of 1946, 
as amended, provides for contributory and 
compulsory insurance coverage on a cradle- 
to-grave basis against the following hazards, 
each of which, it will be noted, would tend 
to reduce the purchasing power of the popu- 
lation: unemployment, sickness, maternity, 
retirement, industrial injury, and death. The 
National Insurance Fund is administered on 
a strictly actuarial basis. 


Contributions and benefits depend upon 
the category in which the insured individual 
is classified, as follows: 


Employed persons are covered for all 
benefits. 
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Self-employed persons are covered for all 
benefits except unemployment and industrial 
injury. 

Nonemployed persons are covered for 
benefits except unemployment, sickness, 
maternity, and industrial injury. 


The contributions required from the em- 
ployee (or other insured person), from 
the employer (where appropriate) and from 
the general revenue to the National Insur- 
ance Fund are, accordingly, compulsory in- 
surance premiums, and should not be regarded 
as taxes. They are, however, part of the 
cost of doing business or of being a wage- 
or-salary earner, in the United Kingdom. 


It should be borne in mind that non- 
contributory old-age pensions at age 70 had 
existed since 1908, contributory unemploy- 
ment insurance since 1911, contributory old- 
age pensions at age 65 (males) and at age 
60 (females) since 1926, contributory pen- 
sions for widows and orphans since 1925, 
and blind persons’ pensions since 1920. The 
main purposes of the 1946 legislation were 
to consolidate and expand existing insur- 
ance coverage in one comprehensive national 
plan (to include employers’ workmen’s 
compensation liability insurance) and to 
make such coverage available to individuals 
other than those compelled to work for 
their living. 


The National Health Service Act of 1946, 
as amended, makes available to everyone 
who wishes to participate in the plan (re- 
gardless of age or means), and without 
charge, the services of the general practi- 
tioner, the ophthalmic optician, the midwife, 
any kind of specialist, the dentist (for ex- 
amination, but not for treatment), hospitali- 
zation, mental health treatments, surgery, 
hearing aids, artificial limbs, home nursing, 
mental defectives’ care, blood transfusions, 
massage, ambulance service and _ physio- 
therapy. 


Charges are made of 1s.0d. (14 cents in 
United States currency) for prescriptions, 
of approximately 50 per cent of the cost of 
spectacles and dentures, and of a proportion 
of the cost of wigs, surgical footwear, ab- 
dominal supports, etc. (except in hardship 
cases). 

The essential freedom of choice of doctor 
and specialist by the patient is preserved, 
and participation in the National Health 
Service by the population and by the medi- 
cal, dental, etc., professions is not compul- 
sory, though only a very small percentage 
of each category has refrained from joining 
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the plan. Even those practitioners and spe- 
cialists electing to join the service may ob- 
tain, and charge for, private treatments. 


Except for the 10 per cent allocation to 
the National Health Service from the Na- 
tional Insurance Fund, the annual cost of 
approximately £430 million is met from 
United Kingdom general taxation. No di- 
rect contributions to the National Health 
Service are made by participants or by their 
employers. 


The weekly rates of national insurance 
contributions, effective June, 1955, are as 
shown on the opposite page. 


Family Allowance Program 


There is no contribution by employee or 
employer with respect to family allowance 
benefits, the funds being derived from the 
general revenue of the country. 


General Labor Regulations 


Severance pay.—There is no legal require- 
ment with respect to severance pay, and it 
is not generally found in most of the collec- 
tive bargaining agreements existing in Great 
Britain. However, a guaranteed workweek 
is provided in most collective bargaining 
contracts, which, in effect, precludes lay- 
offs or short-time periods of work within 
the week. 


In general, in the absence of an express 
agreement or contract as to the length of 
notice required to be given to an employee 
on termination of service, the British courts 
hold that reasonable notice varies according 
to the status and remuneration received by 
the employee. In general, it can be said 
that an employee paid, for example, on a 
weekly basis may be discharged either by 
giving him a week’s notice or by payment of 
a week’s salary in lieu of such notice. 
Senior employees receiving considerable 
salary and employed for a considerable 
period of time have received, under court 
decisions, as much as three months’ pay in 
lieu of notice. The law, however, does not 
require the payment of any indemnity or 
severance to an employee for past services, 
that is, for past services in any case in which 
the employment has been terminated either 
by adequate notice or by payment of salary in 
lieu of such notice. 


Arbitration of disputes.—In Britain dur- 
ing the war years, under an agreement by 
the labor unions, government and industry, 
compulsory arbitration was agreed to by all 
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the parties in an industrial dispute. This 
arrangement remained in force until 1951. 

Under the new regulations, “official” ar- 
bitration is still retained, but only in the 
sense that it may be voluntarily requested 
as a last resort. The vast majority of dif- 
ferences are settled either by the negotiating 


machinery of the industry concerned or by 
resorting to “unofficial” arbitration. 
Profit-sharing.—There is no legally re- 
quired profit-sharing with employees in 
Great Britain. 
Vacation pay.—There are no legal re- 
quirements for compulsory vacation pay. 


National Insurance Contributions, Weekly Rates 


With Respect to: 


Insured Person Insurance Service 


National Insurance 
National Health 
Industrial Injury 


Employed Man 


Total 


National Insurance 
National 


Industrial Injuries 


Employed Woman 


Total 


Self-Employed Man. National Insurance 


National Health Service* 


Total 


Self-Employed 


Woman National Insurance 


National Health Service* 


Total 


National Insurance 


National 


Nonemployed Man 


Total 


Nonemployed 


Woman National Insurance 


National Health Service* 


Total 


Service* 


Health Service* 


Health Service* 


Paid by: 
United King- 
dom out of 
Insured General 
Person Employer Revenue Total 
s. d. ie ee 
5 r A ; & 1 10 12 10 
z = 10 
2.2 1.2 
0.2 aes” | 








10 


























6. 





* Ten per cent of the National Insurance Fund 


is earmarked for the National Health Service, 
but no direct National Health Service contribu- 
tion is made by anyone, the service being 
financed out of general taxation. 


United Kingdom Taxes 


Note: Reduced rates of contributions apply 
in the cases of male and female workers under 
18. 





Vacation pay is based solely on industry 
custom or collective-bargaining agreements. 


Paid holidays.—There is no law requiring 
a certain number of paid holidays. They 
depend entirely on industry customs and 
collective-bargaining agreements. It might 
be stated, however, that in the heavy-goods 
industry, the current custom is approximately 
six paid holidays per annum. 


Overtime pay.—Overtime rates are fixed 
by collective bargaining or by wage coun- 
cils, and not by law. They vary from time 
and one third to time and one half for most 
manufacturing industries. [The End] 


APPENDIX 


Since the Digest on United Kingdom In- 
come Tax and Social Security Laws was is- 
sued by the Foreign Tax Group of the 
Controllers Institute, a new finance bill has 
been presented to Parliament. Mr. Kent 
outlines, below, pertinent facts concerning 
the bill: 


The bill has not yet been enacted into law, 
but it is expected that the income tax and 
profits tax provisions will be passed with- 
out amendment. 


The proposed changes are: 


Profits Tax 


For a chargeable accounting period end- 
ing after October 31, 1955, the rate of profits 
tax on distributed profits is increased from 
22% per cent to 27% per cent. The rate of 
profits tax on undistributed profits remains 
at 2% per cent, so that the rate of non- 
distribution relief is increased from 20 per 
cent to 25 per cent accordingly. 

The rate of profits tax on a distribution 
charge, representing the recapture of an 
amount relieved at 25 per cent, will be 
25 per cent. 

Chargeable accounting periods falling partly 
before and partly after October 31, 1955, 
are to be treated as separate chargeable 
accounting periods. 


Investment Companies, Dealers, etc. 


Where a company (or any other legal 
entity) is engaged in a trade or business 
which consists of dealings in shares or other 
investments, such investments are its in- 
ventory. Consequently, losses on sale of 
such inventory assets are fully deductible 
business losses. Moreover, since United 
Kingdom tax law does not doubly tax, at 
the standard rate, corporate dividends, taxed 
dividends received by such investment com- 
panies or dealers are not again subjected to 
income tax at the standard rate where the 
profits of the distributing corporations have 
borne (or will bear) United Kingdom stand- 
ard rate income tax. 


These factors gave rise to a tax-avoid- 
ance device known as “dividend stripping.” 
An investment-dealing company would scout 
around for a corporation with large liquid 
reserves, purchase the stock from the stock- 
holders (presumably at a nontaxable capital 
gain to them), strip the corporation of its 
cash by declaring a large dividend, and then 
sell the stock for what it could get. For 
example: 


£100,000 
75,000 


Stock acquired for 
Dividend received 


£ 25,000 

It will readily be seen that the investment 
company could show an ordinary loss, for 
tax purposes, of £75,000 on these figures, 
on which it could claim refund of tax (or 
apply the loss carry-back or loss carry- 
forward provisions of United Kingdom in- 
come tax law), even though it has got back 
its purchase price of £100,000, while the 
£75,000 dividend received would not be tax- 
able to the investment company because it 
came out of the already taxed accumulated 
profits of the company which earned them. 


Stock sold for 


Section 4 of the autumn finance bill pro- 
poses to put a stop to this device by taxing 
such dividends as if they were trading re- 
ceipts, to the extent such dividends were 
payable out of profits accumulated before 
the date of acquisition of the stock. 


Some taxpayers grow impatient when refund checks don't arrive when expected. 
Out in Omaha, the district office received this indignant missive: 
“Once more I'm asking please send us our return money on last year income 


tax. 


I'm going to keep asking till | see it 


in the mail. I'm sick and tired of waiting for it. If you can’t pay it back, 


don't take it out to start with." 
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The United States-Netherlands Tax Treaty 
to Prevent Double Taxation 


By EDGAR J. BRAUN 


In a tax convention of this kind, each of the contracting States vows 

to lend aid and assistance to the other in relation to enforcement 

of tax regulations and the collection of taxes, interest and costs 

and additions to taxes. This analysis deals not only with income tax aspects 
of the United States-Netherlands agreement, but also 

with certain other provisions peculiar to Netherlands portions 

of the treaty. Specific acquiescence by the parties resolved 

problems arising out of differing interpretations of what should be included 


in taxable income. 


Mr. Braun serves as tax assistant 


with Keerdijk Producten Mij. of San Francisco and Amsterdam. 


N APRIL 29, 1948, the Honorable George 

C. Marshall, representing the Govern- 
ment of the United States of America, and 
Mijnheer Ernst N. van Kleffens, represent- 
ing the Government of the Kingdom of the 
Netherlands, met in Washington, D. C., in 
order to sign and put into effect the “Agree- 
ment for the Avoidance of Double Taxation 
and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income and Certain 
Other Taxes.” 

With respect to the United States, the 
taxes that are the subject of the above- 
named agreement include only federal in- 
come taxes. The Netherlands, however, 
makes provision not only for its income 
taxes and the taxes credited against it, but 
also its special corporations tax, property 
tax, tax on the fees of corporation manag- 
ers and directors, tax imposed on capital 
accretions, and the extraordinary capital- 
accumulation tax. These special Netherlands 
tariffs have no counterpart in the United 
States and represent the results of a very 
comprehensive tax program. The capital- 
accretion tax is especially interesting to ac- 
countants because it signifies the acceptances 
and mandatory nature of recording parent 


ownership of subsidiaries according to the 
“entity” or “equity” approach. Whereas the 
United States grants parent companies own- 


Tax Treaty 


ing 85 per cent or more of: the outstanding 
shares of their subsidiaries the privilege of 
filing consolidated tax returns, the Dutch 
Government insists that even in negligible 
investment situations, parent companies must 
include in their taxable income the propor- 
tionate share of subsidiaries’ periodic profits 
or losses. This capital-accretion tax is not 
imposed on unrealized increment of personal 
investment, and applies only in parent-sub- 
sidiary relationships. The importance of 
this tax to the United States taxpayer is 
recognizable in the case of income derived 
in the United States by a subsidiary of a 
Netherlands company. 


Specifically included in the body of the 
treaty (Article 1, paragraph 2) is the pro- 
vision that the convention shall apply to any 
other taxes imposed by either of the con- 
tracting States where these subsequently 
imposed taxes are “substantially similar in 
nature,” and that any important changes in 
the fiscal laws of either country will be dis- 
cussed at “meetings of the competent au- 
thorities” of both of the contracting States. 


Before proceeding to the specific exemp- 
tions, credits and individual provisions of the 
“agreement,” it is well to examine some of 


the terms that are to be used in order to 
clarify the meaning of words and phrases 
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used in the context of this monograph. Ar- 
ticle Il of the convention states in part: 


“(1) In the present Convention, unless 
the context otherwise requires: 


“(a) The term ‘United States’ means the 
United States of America, and when used 
in a geographical sense, means the States, 
the Territories of Alaska and of Hawaii, 
and the District of Columbia. 


“(b) The term ‘Netherlands’ means only 
the Kingdom of the Netherlands in Europe. 


“(c) The term ‘United States corporation’ 
means a corporation, association or other 
organization or juridicial entity created in 
the United States or under the laws of the 
United States or of any State or territory 
of the United States. 


“(d) The term ‘Netherlands corporation’ 
means a corporation, association or other 
organization or juridicial entity created in 
the Netherlands or under the laws of the 
Netherlands. 


“(e) The terms ‘corporation of one Con- 
tracting State’ and ‘corporation of the other 
Contracting State’ means a United States 
corporation or a Netherlands corporation, 
as the context requires 

“(f) The term ‘United States enterprise’ 
means an industrial or commercial enter- 
prise or undertaking carried on in the United 
States by a citizen or resident of the United 
States or by a United States corporation. 


“(g) The term ‘Netherlands enterprise’ 
means an industrial or commercial enterprise 
or undertaking carried on in the Nether- 
lands by a citizen or resident of the Nether- 
lands or by a Netherlands corporation. 


“(h) The terms ‘enterprise of one of the 
Contracting States’ and ‘enterprise of the 
other Contracting State’ mean a United 
States enterprise or a Netherlands enter- 
prise, as the context requires. 

“(i) The term ‘permanent establishment,’ 
when used with respect to an enterprise of 
one of the Contracting States, means a 
branch, factor, or other fixed place of busi- 
ness, but does not include an agency unless 
the agent has, and habitually exercises, a 
general authority to negotiate and conclude 
contracts on behalf of such enterprise or has 
a stock of merchandise from which he reg- 
ularly fills orders on behalf of such enter- 
prise. An enterprise of one of the Contracting 
States shall not be deemed to have a perma- 
nent establishment in the other Contracting 
State merely because it carries on business 
dealings in such other Contracting State 
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through a bona fide commission agent, broker 
or custodian acting in the ordinary course 
of his business as such. The fact that an en- 
terprise of one of the Contracting States 
maintains in the other Contracting State a 
fixed place of business exclusively for the 
purchase of goods or merchandise shall not 
of itself constitute such fixed place of busi- 
ness a permanent establishment of such en- 
terprise, When a corporation of one Contracting 
State has a subsidiary corporation which is 
a corporation of the other Contracting State 
or which is engaged in trade or business in 
such other Contracting State, such subsid- 
iary corporation shall not, merely because 
of that fact, be deemed to be a permanent 
establishment of its parent corporation. 


“(j) The term ‘competent authority’ or 
‘competent authorities’ means, in the case of 
the United States, the Commissioner of In- 
ternal Revenue or his duly authorized rep- 
resentative; in the case of the Netherlands, 
the Directeur-Generaal der Belastingen or 
his duly authorized representative; and, in 
the case of any part or territory to which 
provisions of the present Convention are ex- 
tended under Article XX VII, the competent 
authority for the administration in such part 
or territory of the taxes to which such pro- 
visions apply. 

“(2) In the application of the provisions 
of the present Convention by either of the 
Contracting States, any term which is not 
defined in the present Convention shall, un- 
less the context otherwise requires, have 
the meaning which that term has under the 
laws of such Contracting State relating to 
the taxes which are the subject of the 
present Convention.” 


In 1916, in the case of Eisner v. Macom- 
ber, 1 ustc J 32, 252 U. S. 189, the Supreme 
Court of the United States defined income— 
for federal income tax purposes—as “the 
gain derived from capital, from labor, or 
from both combined,” including profit real- 
ized through the sale or conversion of cap- 
ital assets. The effect of this definition is to 
tax only “realized” gains and not mere ap- 
preciated values. In the Netherlands, how- 
ever, the appreciated value of certain assets 
is taxed to a certain extent. In order to 
resolve this apparent conflict between United 
States and Dutch laws, income from Hol- 
land is explained in two ways: (1) income 
derived from being in trade or business 
within Dutch jurisdiction and: (2) income 
derived without being in the trade or busi- 
ness. The former classification would in- 
clude profits from manufacturing, producing 
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or trading enterprises as defined under Ar- 
ticle II of the convention and the latter 
income refers to miscellaneous investments, 
dividends from Dutch corporations, interest 
received or any one of a number of income- 
producing devices that do not fall under the 
jurisdiction of the above-named Article II. 


Real Property 


Since the tax treaty deals with two dif- 
ferent bodies of law, each of which has a 
distinct fiscal objective, disagreements aris- 
ing from different interpretations of what 
should be included in taxable income have 
been resolved by specific acquiscence as to 
which items should or should not be in- 
cluded in income subject to tax and the 
benefits of international tax credits. It is for 
this reason that “Income of whatever na- 
ture derived from real property and interest 
from mortgages secured by real property 
shall be taxable only in the Contracting 
State in which the real property is situated.” 
(Italics supplied.) Also excluded from tax- 
able income are such profits derived through 
the operation and maintenance of ships and 
aircraft except for income earned in the 
State where the ships or aircraft are reg- 
istered. Therefore, the Netherlands is pre- 
cluded from taxing profits of American 
shipping enterprises or aircraft companies 
where the registration of ships or aircraft 
is under United States jurisdiction. The 
exception to this rule is that where such 
craft are not registered, the enterprise is still 
liable for income taxes if it can be shown 
that the taxable entity was engaged in trade 
or business in the contracting State. 


It becomes clear from the above analysis 
that one of the chief determinants of tax- 
ability is whether or not an enterprise is 
engaged in trade or business within one of 
the contracting States. If it is a fact that a 
certain enterprise is indeed engaged in trade 
or business in a contracting State, then the 
profits so derived are taxable provided that 
permanent establishment is maintained in 
one of the States. Income of this nature 
may be taxed only in that State where 
“permanent establishment” is determined. 


Permanent Establishment 


Although the term “permanent establish- 
ment” has been defined in Article II of the 
treaty, its interpretation has not yet been 
made clear. Attorney John Kalin, in an 
address before the New York Tax Institute, 
interpreted the term “permanent. establish- 
ment” to refer only to branch offices, fac- 


Tax Treaty 


tories and fixed places of business within 
one of the contracting States. This defini- 
tion leaves unclear the classification of cas- 
ual contractors, associate companies and 
brokers. 


The Dutch Government in a Belasting 
Beslissing (equivalent of a Treasury Deci- 
sion) has verified the position that the 
ownership of subsidiary companies, or in- 
terest in companies organized for the pur- 
pose of purchasing or contracting, is mere 
prima-facie evidence of “permanent estab- 
lishment.” No more concise definitions are 
available, since the interpretation of this 
term has not yet been judicially decided 
except in some rather clear-cut cases which 
resulted in the above-named Belasting Bes- 
lissing. 


While framing the provisions of the treaty, 
the United States representatives were fully 
cognizant of the importance attached to the 
interpretation of the term “permanent es- 
tablishment.” The importance of this con- 
cept will be recognized when one looks at 
the decentralization of productive agencies 
that has taken place since the end of World 
War II. Since 1945 a great many of the 
larger American producers have opened fac- 
tories and operating subsidiaries in Europe 
not only in order to satisfy the European 
consumer, but also to take advantage of 
cheaper European labor and import the 
resultant product to the United States. In 
the Netherlands such companies as Ronson, 
Frieden, General Motors and Ford have 
opened their doors to business. This influx 
of American companies into Holland has 
been far greater than the influx of Dutch 
companies into the United States. In order 
to minimize the tax advantages that might 
be gained from foreign operations, it has 
been decided that where the enterprises of 
one of the contracting States maintain per- 
manent establishments in the other contract- 
ing State for the purpose of engaging in 
trade or business, the industrial or commer- 
cial profits that are derived from such ven- 
tures shall be construed to be profits that 
are derived from enterprises which are in- 
dependently engaged in trade or business. 
Therefore, the profits earned through inter- 
company dealings are treated as if they were 
arm’s-length transactions, the profit of which 
is taxable to the enterprise benefited. The only 
modification of this rule is that when comput- 
ing the industrial or commercial profits “from 
sources within one of the Contracting States 
of an enterprise of the other Contracting 
State,” the mere purchase of goods or mer- 
chandise within the “former Contracting 
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State” will not result in a profit. Also, in 
case of dispute as to apportionments, “the 
competent authorities may lay down rules 
by agreement for the apportionment of in- 
dustrial or commercial profits.” 


The effect of the above interpretation al- 
lows businessmen in Europe to accept the 
American concept that “you can’t make a 
profit on buying.” This will allow a deduc- 
tion from the inventory accounts of the 
discounts earned and thus record inven- 
tories at original cost, a standard widely 
accepted in the United States but not uni- 
formly adopted throughout Europe. Another 
extremely important illustration is that in 
cases where a permanent establishment is 
maintained, transfers of merchandise can 
be presumed to be at cost, so that the trans- 
feror need not include a trading profit. The 
result of this is that profits on, inventories 
are deferred until sale, and income for tax 
purposes is not recognized during the pro- 
ductive cycle. This latter concept is also 
consistent with accounting principles and 
standards as defined in the United States. 


Controlled Corporations 


In many international business situations 
there is the possibility that the management 
of a company in one country may be able to 
exercise some degree of control over the 
transactions of an associate company. This 
degree of control may be influenced by 
amounts of stock ownership, financial trans- 
actions in the nature of loans, or other types 
of financial assistance. In such situations, 
the management of the controlling company 
may impose certain restrictions and condi- 
tions on the business events of the con- 
trolled company. These restrictions are 
liable to initiate dealings which are not 
“arm’s-length” transactions. In order to 
minimize tax advantages and prevent pos- 
sible manipulations of the accounts, the 
treaty treats the income of controlled com- 
panies as if it were independently gained. 
The effect of this rule is that where condi- 
tions and restrictions are placed on the 
dealings of controlled companies, and these 
conditions are different from what would 
ordinarily have been done without control, 
the profits from such transactions may be 
included in the taxable income just as though 
it were independently derived, 


An example will show the implications 
of the above situation. Company B, a 
Netherlands corporation, is affiliated with 
company A, a United States company. Al- 
though company A does not own any of the 
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outstanding stock of company B, the two 
companies are closely related due to con- 
tinuous financial assistance and the fact that 
company B employs on its management staff 
personnel associated with A company who 
are employed in order to co-ordinate the 
business affairs of the two companies for 
mutual advantage. Since B company is con- 
templating expansion, it is in need of work- 
ing capital, and agrees to float a large bond 
issue, all of which will be held by A for a 
nominal interest charge. When the debt is 
due, B is in a rather precarious cash posi- 
tion and A forgives the debt upon receipt 
of 75 per cent of the original debt. In an 
ordinary situation, the gain from this trans- 
action would go entirely tax-free in the 
Netherlands as a capital gain. Due to the 
treaty, the advantage would have to be 
minimized and the resultant gain from for- 
giveness of the debt would be included in 
current operating income and, therefore, be 
fully taxable. 


The law makes no mention as to the 
degree of control necessary in order to 
effect the above result and merely states: 


“Where an enterprise of one of the Con- 
tracting States, by reason of its participa- 
tion in the management, control or capital 
of an enterprise of the other Contracting 
State, makes with or imposes on the latter 
enterprise, in their commercial or financial 
relations, conditions different from those 
which would be made with an independent 
enterprise, any profits which would, but 
for those conditions, have accrued to one 
of the enterprises, may be included in the 
taxable profits of that enterprise.” 


Natural Resources; Intangibles 


Some mention must be made of an ad- 
vantage of investing in companies dealing 
in depletable or wasting assets, This is true 
not only in this country, but also on an 
international basis. 


The advantage is that residents of one 
country deriving an income from the other 
country, which is in the form of royalties 
or rents of real property in connection with 
the operations of mines, quarries or other 
natural resources, may elect for any taxable 
year to be subject to tax within that country 
on a net basis, providing, of course, that 
the resident was engaged in trade or busi- 
ness through permanent establishment. In 
this case, the casual investor does not enjoy 
an international tax advantage with respect 
to depletable assets, but only those advan- 
tages allowed by statute within the country 
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of the investment. In the case of the Dutch 
citizen owning an American oil enterprise 
through casual investment, the full 27% per 
cent depletion allowance would be available. 


Analogous to the provisions governing 
taxes on natural resources and other tangi- 
ble assets, there are similar sections in the 
law for amortizable and nonamortizable in- 
tangible assets. Where a resident of one 
State is not in trade or business through 
permanent establishment in the other con- 
tracting State, he may be exempted from 
tax in the latter State on income received 
with respect to royalties for the right to 
use copyrights, patents, designs, secret proc- 
esses and formulae, trade-marks, and other 
analogous property, and royalties, including 
rentals in respect of motion picture films 
or for the use of industrial, commercial or 
scientific equipment.’ Although the income 
from such intangible assets is by statute 
nontaxable, the amortization of the asset is 
possible only in the country of origin under 
very strict provisions of the relative tax laws. 


With respect to United States residents 
in trade or business in the Netherlands, the 
amortization of intangible assets is allowed 
for tax purposes on a basis similar to that 
of the United States provisions governing 
depreciation. Thus, any ordinary and rea- 
sonable method of amortization will be al- 
lowed in computing the net income subject 
to tax. The Netherlands resident in trade 
or business within the United States, how- 
ever, is not privileged to enjoy quite such 
freedom with respect to allowable tax de- 
ductions for amortization. In this case, the 
specific sections of the Internal Revenue 
Code prevail for the Dutch resident or cor- 
poration on the same basis as for a United 
States resident or corporation. Certain Dutch 
oil interests in the United States have been 
interested in allowing themselves greater 
freedom in this respect, especially in connec- 
tion with research and development costs 
expended in the United States. It is hoped 
that the provisions of the 1954 Code, which 
allow greater freedom for the deductibility 
of these costs, will help to alleviate the ap- 
parent disadvantages to the Netherlands 
resident. 


Interest; Dividends; Investments 


For the casual investor who is not en- 
gaged in trade or business and is interested 
merely in obtaining a rate of return on his 
capital, the tax provisions relating to divi- 


1See Article IX, United States-Netherlands 
tax treaty. 


Tax Treaty 


dends and interest are all-important. The 
treaty recognizes this importance to a cer- 
tain extent, and provides particular ad- 
vantages to be gained from investing loan 
capital in foreign concerns. Except for the 
interest derived from real property, which 
is fully taxable in the State where the real 
property is located, interest earned on bonds, 
notes, securities, debentures, or any other 
form of indebtedness is free from tax in the 
originating State. 


The only exception to this general rule is 
that residents or corporations receiving such 
interest not be in trade or business through 
permanent establishment in the country 
where interest is earned. Interest received 
where the payee corporation controls di- 
rectly or indirectly more than 50 per cent of 
the entire voting power of the payor cor- 
poration shall not be exempt from tax in the 
country of origin. 


These same types of provisions are avail- 
able with respect to dividends. In the case 
of dividends, however, there are added 
“withholding provisions.” Dividends earned 
by a United States resident are not taxable 
in the Netherlands, provided the person re- 
ceiving the dividend is not engaged in trade 
or business in the Netherlands through per- 
manent establishment. In addition, all divi- 
dends and interest paid by a Netherlands 
corporation to a payee not a resident, citi- 
zen or corporation of the United States is 
exempt from tax within the United States. 
The advantage of this section is toward the 
traveler receiving income from abroad. 


In order to insure the payment of federal 
income taxes in the United States on divi- 
dends derived here, Article VII of the treaty 
provides for withholding provisions similar 
to the “pay as you go” wage plans. 


Article VII provides, partially: 


“The rate of United States tax on divi- 
dends derived from a United States cor- 
poration by a resident or corporation of the 
Netherlands not engaged in trade or busi- 
ness in the United States through a per- 
manent establishment shall not exceed 15 
percent: Provided that such rate of tax 
shall not exceed 5 percent if such Nether- 
lands corporation controls, directly or indi- 
rectly, at least 95 percent of the entire 
voting power in the corporation paying the 
dividend, and not more than 25 percent of 
the gross income of such paying corpora- 
tion is derived from interest and dividends, 
other than interest and dividends from its 








own subsidiary corporation. Such reduction 
of the rate to 5 percent shall not apply if 
the relationship of the two corporations has 
been arranged or is maintained primarily 
with the intention of securing such reduced 
rate.” 


The results of the above provisions con- 
cerning interest and dividends have been 
to stimulate foreign investment of capital. 
In certain cases there is an over-all tax ad- 
vantage from foreign investment, but not to 
such a great extent that, in the United 
States at least, investors have abandoned 
investment in the more stable American 
economy in favor of other countries. At 
the present time, United States investment 
in the Netherlands includes $125 million in 
manufacturing enterprises, $10 million in 
distribution, $5 million in agriculture, $8 
million in public utilities, $35 million in 
petroleum (this figure includes investment 
in Netherlands Antilles and remainders of 
investment in the East Indies) and $22 
million in miscellaneous enterprises.” 


Since the inception of the treaty on Janu- 
ary 1, 1947, there has been a steady increase 
in the gross private investment sector of 
funds flowing to the Netherlands. The flow 
of investments from the Netherlands to the 
United States has not been quite as marked, 
although certain oil interests, such as Royal 
Dutch Oil, and KLM (Royal Dutch Air- 
lines) have large investments in this country. 
The largest single source of investment in 
the Netherlands was through the Marshall 
Plan, which issued some $789 million to the 
Netherlands in a two-and-one-half-year period 
ending January 20, 1950. This latter invest- 
ment, of course, represents no tax problem, 
and is included merely to give an indication 
of United States interests within the 
Netherlands.* 


Wages, Pensions and Life Annuities 


Wages, pensions and life annuities are 
classified in two categories: (1) those paid 
by governments or government agencies 
and (2) those paid by private agencies. 
Wages, pensions and life annuities in the 
first category are taxable only under the tax 
laws in the States of origin, even if they are 
indirectly derived through funds or trusts 
created by the payor State or a political 
subdivision thereof. Items in the second 
category, however, are given quite the op- 
posite treatment, and are thus exempt from 
tax in the country of origin. In this latter 
case, wages are omitted, and the tax paid 


2W. N. Peach and W. Krause, Basic Data of 
the American Economy (R. Irwin, Inc.), p. 131. 
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in the State of origin is applied (with cer- 
tain limitations to be examined later) to- 
ward the tax computed in the State of 
destination. As used in this section of the 
law, “pensions” refers to periodic payments 
made “in consideration for services ren- 
dered or compensation for injuries 
received.” “Life annuities” refers to con- 
tinuous payments made for a specified num- 
ber of years where there is an obligation 
to make these payments in return for “full 
consideration in money or money’s worth.” 
Whether alimony payments are included in 
this latter definition is unclear, and the 
matter has, as yet, not reached the courts. 


Compensation of Students and Educators 


Since the creation of the United Nations 
educational branch known as UNESCO, 
there has been a tendency to publicize the 
merits of international education. With the 
passage of the Fullbright Act in 1949, the 
United States paved the way for the ex- 
change of information through the fellow- 
ships granted to students and educators 
around the world to travel and study in 
American schools and_ universities and 
through sending American students abroad 
to some 56 countries in order to become 
more familiar with the life and studies of 
our allies. The Fullbright program has had 
continuous success in spreading tolerance 
and education throughout the free world. 
From a tax standpoint, the United States 
and various other countries have seen fit to 
give the student and exchange educators 
some significant advantage. In the case of 
teachers and professors who are exchanged 
for the purpose of accepting teaching com- 
mitments, remuneration received in the 
country of destination is free from tax in 
that country for a maximum of two years. 
Students and business apprentices are ac- 
corded similar advantages through non- 
taxability of remittances received for the 
purpose of continuing their school or busi- 
ness training. This latter provision has as 
a time limitation only that the grantee be 
engaged as a business apprentice or be 
registered in a school. It must be remem- 
bered, though, that income for maintenance 
earned from noneducational sources within 
a country is fully taxable as income in 
that country and that a work permit must 
be obtained both in the Netherlands and in 
the United States, giving students in that 
country on a temporary basis the privilege 
of working and earning an income during 


* Economic Cooperative Administration, Pro- 
curement Authorizations, December 1, 1949, p. 1. 
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their study period. These latter provisions 
are governed by the appropriate immigra- 
tion and student-exchange laws. 


In the case of personnel not classed as 
students or educators, income derived within 
a country visited is not taxable within that 
country unless the visit is greater than a 
period of 183 days. Therefore, businessmen 
traveling abroad from either country are 
not considered residents of the country of 
their destination unless their stay is ex- 
tended past the base period of 183 days. In 
addition, the remuneration must actually be 
paid or be a liability of a company within 
the country of origin. That means that if 
Mr. A, an American citizen, travels to the 
Netherlands for a period of less than half 
a year and his salary is a liability of the 
United States company, it is tax-free within 
Holland. On the other hand, if the salary 
is a liability of a Dutch company, Mr. A 
must pay the appropriate Dutch income 
taxes. The provisions for a Dutch traveler 
to the United States are identical. Re- 
muneration covered is for labor or personal 
services performed within the couatry of 
destination. 


Capital-Accretion Tax 


In the United States, one of the advan- 
tages of the corporate form of business is 
that the holders of shares are taxed only on 
dividends they have received and are not 
considered to have received income through 
the appreciation in value of their holdings. 
Essentially, the Netherlands has the same 
interpretation except for one extremely im- 
portant exception. This exception governs 
the increase in value of parent company 
investments in subsidiaries due to the parent’s 
proportionate share of the subsidiaries’ net 
income for the year. 


The original intention of the contracting 
States was (1) to exempt United States 
parent companies having subsidiaries in 
Holland which own more than 50 per cent 
of the parents’ outstanding shares from the 
Dutch taxes on capital accretions and (2) 
to exempt Netherlands corporations having 
American subsidiaries holding an interest 
in the parent companies from the apparent 
wrath of the old Section 102 accumulated 
earnings tax. Upon examination of these 
two provisions, it seems that companies 
enjoying an intercompany ownership of 
more than 50 per cent of the voting shares 
outstanding are given an undue tax ad- 
vantage. The contracting authorities recog- 
nized this advantage and rephrased this 
section of the law to read as follows: 


Tax Treaty 


“A Netherlands corporation shall be ex- 
empt from United States tax on its accumu- 
lated or undistributed earnings, profits, 
income, or surplus if it can prove to the 
satisfaction of the competent authorities of 
the United States that individuals who are 
residents of the Netherlands (other than 
citizens of the United States) control, di- 
rectly or indirectly, throughout the last half 
of the taxable year, more than 50 percent 
of the entire voting power in such cor- 
poration.” 


Article XIII, as quoted above, appears in 
the body of the treaty. However, before 
final ratification of the treaty took place, 
the United States suggested that this article 
is to the advantage of Netherlands corpora- 
tions in the United States, and does not 
give United States corporations doing busi- 
ness in the Netherlands a similar tax 
treatment. The result of this disagreement 
was that the United States ratified the 
treaty, with subsequent provision that 
Article XIII be deleted from the text. This 
latter request came too late for the printing. 
However, both countries have agreed not 
to recognize this article, and thus to render 
it ineffective. Dutch companies in the 
United States are now subject to Sections 
531 through 537 of the Internal Revenue 
Code, and American businesses in Holland 
are responsible for the capital-accretion tax 
under Holland’s Belasting. 


Withholding Provisions 


In order to enforce the revenue codes of 
each of the individual contracting States, 
taxing authorities are given the right to 
treat taxpayers falling under treaty provi- 
sions as if they were regular taxpayers, and 
may impose upon them all taxes normally 
imposed under the State’s own revenue laws 
as if there had been no treaty. This pre- 
vents taxpayers from claiming undue ad- 
vantages and exemptions, but does not 
prevent them from taking advantage of the 
measures contained in the body of the 
treaty in order to prevent double taxation. 
So that both residents and corporations of 
the United States and the Netherlands may 
be assured of avoiding double taxation, each 
of the contracting States allows appropriate 
deductions from the tax liability in that 
country of taxes paid or withheld at the 
source in the other country. Within cer- 
tain provisions, the United States allows 
credits against income taxes imposed in this 
country for taxes paid or withheld abroad, 
and the other country allows similar provi- 
sions appropriate to their revenue laws. 
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Tax Procedure and Enforcement; 
Double Taxation Claims 


Each of the contracting States has vowed 
to lend ‘aid and assistance to the other in 
relation to the enforcement of tax regula- 
tions and collection of taxes, interest, costs 
and additions to taxes. In this connection, 
one reservation is that each State must 
separately prosecute and trace matters and 
fines which are of a “penal character.” 


Where it becomes necessary to enforce 
claims, application must be made to the ap- 
propriate authorities which, in turn, may 
act as agents of the State making the re- 
quest and assessments, and collect these 
claims in accordance with its own laws and 
regulations. 

While preparing returns for various com- 
plicated situations, it is possible that igno- 
rance of treaty provisions will result in a 
government claim leading to a double taxa- 
tion of income. In these cases, the taxpayer 
involved has the right to appeal to the 
competent authorities of the State of which 
he is a citizen or, in the case of noncitizens, 
the State of residence. 

If the claim is upheld, after review by 
arbitration, “the competent authority of 
such State shall undertake to come to an 
agreement with the competent authority of 
the other State with a view to equitable 
avoidance of the double taxation in question.” 


Tax Liability for Years Prior to 1936 


Since this particular subject is so very 
specialized and would affect few persons, 
the body of the law concerning this matter 
will be found in the appendix (Article XTV). 


Tax Liability of Persons Vacating 
Netherlands During World War II 


As a result of the Nazi invasion of the 
Netherlands and the start of World War II 
in 1939, there are some tax questions in 
relation to persons leaving the Netherlands 
during the period of the emergency. 

By the date of this writing, most of the 
people affected by these appropriate tax 
laws have already solved their tax problems 
in this area. The text of the law concerning 
taxes of World War II emigrees is included 
in the appendix (Article XX). 


Exchange of Information 
and Administrative Assistance 


In order to give effect to the articles in- 
cluded in the treaty, both of the contracting 
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States will exchange information for the 
purpose of preventing fraud or for the ad- 
ministration of statutory provisions “against 
legal avoidance in relation to the taxes 
which are the subject of the present Con- 
vention.” Such information as is actually 
exchanged is treated as secret, and dis- 
closure will be made only to persons liable 
for additional tax assessments. An addi- 
tional provision is made, preventing the 
exchange of information, where such infor- 
mation would prejudice, and trade, business, 
industrial or professional secrets or trade 
processes. 

When one of the contracting States has 
a claim or settlement to be made with a 
resident, citizen or corporation of the other 
State, application may be made so that col- 
lection will be assured in the State of the 
claim. The application for the enforcement 
of revenue claims and taxes must be accom- 
panied by appropriate documents ascertain- 
ing that the application has been made 
under the laws of the State desiring applica- 
tion. The State to which application is 
made will then seek to enforce the claims in 
a manner consistent with their own laws, 
but are not expected to enforce any ex- 
ecutory measures for which provision has 
not previously been made in the State of 
application. Application of claim made by 
the United States must be submitted to 
the Directeur-Generaal der Belasting of the 
Netherlands at The Hague, and Netherlands 
applications are sent to the Commissioner of 
Internal Revenue in Washington, D. C. 
The privileges thus granted to the taxpayer 
will be further protected by the insurance 
that each of the States will take appropriate 
measures to see that exemptions or reduced 
rates as granted by the treaty are accorded 
only to those persons, corporations and en- 
tities that are entitled by law to enjoy the 
benefits and will prosecute attempts made 
to gain treaty advantages by persons not 
entitled thereto. 


Miscellaneous Provisions 

In accepting the provisions governing ad- 
ministrative assistance, each State has in- 
sisted upon entering into the body of the 
law the added provisions releasing it from 
obligation: 

“(a) to carry out administrative measures 
at variance with the regulations and prac- 
tice of either Contracting State, or 

“(b) to supply particulars which are 
not procurable under its own legislation or 
that of the State making application.” * 
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Both States agree to cooperate in comply- 
ing with requests for information or assist- 
ance as soon as is practicable, but may 
refuse to give aid where the request would 
act contrary to public policy or if the “com- 
pliance would involve violation of a trade, 
business, industrial or professional secret or 
trade process.” 


A concise definition of items which would 
fall under this latter category has as yet not 
been issued by the proper authorities of 
either country. The treaty agrees not to 
discriminate in imposing taxes so that the 
convention is not to be interpreted to re- 
strict the exemptions or deductions accorded 
by each of the countries separately and 
that the citizens of one country, while re- 
siding in the other country, will enjoy the 
same privileges with respect to taxes as the 
citizens of that country, and will not be 
subject to a discriminatory tax. In case of 
dispute or difficulty of interpretation, the 
treaty authorizes the competent authorities 
of each State to “undertake to settle the 
question by mutual agreement.” [The End] 


APPENDIX 


Supplementary information concerning the 
“Agreement for the Avoidance of Double 
Taxation and the Prevention of Fiscal Eva- 
sion with Respect to Taxes on Income and 


Certain Other Taxes.”— 


“Article XIV 


“(1) The United States income tax lia- 
bility for any taxable year beginning prior 
to January 1, 1936, of any individual (other 
than a citizen of the United States) resident 
in the Netherlands, or of any Netherlands 
corporation, remaining unpaid on the effec- 
tive date of the present Convention, may be 
adjusted on a basis satisfactory to the 
United States Commissioner of Internal 
Revenue: Provided that the amount to be 
paid in settlement of such liability shall not 
exceed the amount of the liability which 
would have been determined if 


“(a) the United States Revenue Act of 
1936 (except in the case of a Netherlands 
corporation in which more than 50 percent 
of the entire voting power was controlled, 
directly or indirectly, throughout the latter 
half of the taxable year, by citizens or 
residents of the United States), and 

“(b) Articles XII and XIII of the present 
Convention, had been in effect for such 
year. If the taxpayer was not, within the 
meaning of such Revenue Act, engaged in 
trade or business in the United States and 


Tax Treaty 


had no office or place of business therein 
during the taxable year, the amount of 
interest and penalties shall not exceed 50 
percent of the amount of the tax with re- 
spect to which such interest and penalties 
have been computed. 


“(2) The United States income tax un- 
paid on the effective date of the present 
Convention for any taxable year beginning 
after December 31, 1935, and prior to the 
effective date of the present Convention in 
the case of an individual (other than a citi- 
zen of the United States) resident of the 
Netherlands, or in the case of any Nether- 
lands corporation, shall be determined as if 
the provisions of Articles XII and XIII of 
the present Convention had been in effect 
for such taxable year. 


“(3) The provisions of paragraph 1 of 
this Article shall not apply. 


“(a) unless the taxpayer files with the 
Commissioner of Internal Revenue within 
a period of two years following the effective 
date of the present Convention a request 
that such tax liability be so adjusted and 
furnishes such information as the Commis- 
sioner may require; or 

“(b) in any case in which the Commis- 
sioner is satisfied that any deficiency in tax 
is due to fraud with intent to evade the tax.” 


On June 17, 1948, two thirds of the 
Senate of the United States ratified the 
treaty with the reservation as follows: 


“The Government of the United States of 
America does not accept Article XIV of 
the convention relating to settlement of un- 
paid United States income-tax liability un- 
less there be eliminated therefrom (a) 
references now appearing therein to Article 
XIII and (b) any language which might 
prevent the taxation by the United States of 
capital gains, if any, taxable under the rev- 
enue laws of the United States for the 
respective years in which such gains were 
realized.” 

The Netherlands Government accepted 
the reservations and the treaty was put into 
effect. 


“Article XX 


“(1) All persons who left the Nether- 
lands between April 30, 1939 and December 
31, 1945, inclusive (other than persons who 
were citizens of the United States at the 
time of leaving the Netherlands or Nether- 
lands subjects who by reason of their func- 
tion as governmental officials in established 
service reside abroad and the members of 
their family living with them), and who are 
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deemed to be taxpayers under the provi- 
sions of Netherlands law relating to the 
capital accretions tax or the extraordinary 
capital tax, and who become residents of 
the United States (according to the income 
tax law of the United States) during that 
period, and who did not return to the 
Netherlands on or before December™ 31, 
1945 to resume residence in the Netherlands 
(according to the income tax law of the 
Netherlands), shall be taxable by the Nether- 


lands: 


“(a) under the law relating to the capital 
accretions tax, only in respect of accretions 
arising from their property situated in the 
Netherlands (as defined in that law in the 
case of nonresidents) and from their activi- 
ties in the Netherlands; 

“(b) under the law relating to the extra- 
ordinary capital tax, only in respect of their 
property situated in the Netherlands (as 
defined in that law in the case of non- 
residents). 

“(2) All persons who left the Nether- 
lands between April 30, 1939 and December 
31, 1945, inclusive, and who were citizens 


of the United States at the time of leaving 
the Netherlands, and who are deemed to be 
taxpayers under the provisions of Nether- 
lands law relating to the capital accretions 
tax or the extraordinary capital tax, and 
who became residents of the United States 
(according to the income tax law of the 
United States) on or before December 31, 
1945, shall be taxable by the Netherlands: 

“(a) under the law relating to the capital 
accretions tax, only in respect of accretions 
arising from their property situated in the 
Netherlands (as defined in that law in the 
case of nonresidents) and from their activi- 
ties in the Netherlands; 

“(b) under the law relating to the extra- 
ordinary capital tax, only in respect of their 
property situated in the Netherlands (as de- 
fined in that law in the case of nonresidents). 

“(3) The provisions of this Article shall 
be deemed to be effective as though the 
present convention had entered into force 
on the effective date of the Netherlands law 
relating to the capital accretions tax or 
the extraordinary capital tax, as the case 
may be.” 


“WILCOX” OR “RUTKIN’’—S THE FOG LIFTING?— 
Continued from page 114 


received his share of the money in his own 
right and not as an agent or employee and 
could have been required to account for the 
money to the corporation only on the theory 
that he had participated in and abetted a 
fraud. Here again there was no embezzle- 
ment of moneys having been part of the 
assets of the employer. 


As was to be expected, the Commissioner 
was greatly disturbed by the decision of the 
Second Circuit Court of Appeals in the Dir 
case, for this decision broke the Commis- 
sioner’s chain of successes in all contested 
cases of related nature since the Rutkin de- 
cision. Accordingly, a petition for a writ 
of certiorari to the Supreme Court was filed 
by the government. The basis for this re- 
quest was the alleged conflict of the Dir 
decision with that of Kann v. Commissioner, 
above, and the “evident uncertainty [in the 
lower courts] as to the status of Wilcox in 
view of the [Supreme] Court’s statement in 
Rutkin that the factual situation in Wilcox 
was not reached and that Wilcox was limited 
to its own facts.” 


The government, in its petition for a writ 
of certiorari, also emphasized that: 
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“The revival and extension of the Wilcox 
rule by the court below presents a question 
of substantial importance in the administra- 
tion of the income tax laws, The problem 
will inevitably continue to be a recurring 
one. It will arise, as in the past, not only in 
civil tax litigation but also in criminal cases 
where the defense has repeatedly been 
claims by the taxpayers of embezzlement 
and a concomitant assertion that there could 
be no taxability under the Wilcox decision 
(various decisions cited). In short, the 
question whether the proceeds of embezzle- 
ment, unlike other illegal income, are to 
enjoy a preferred tax exempt status, will 
continue to perplex the lower courts until 
it is settled by this Court.” 

The Supreme Court, by denying the gov- 
ernment’s request for a writ of certiorari, 
has indicated that its previous holding in 
Wilcox still has force and effect. From the 
view of tax practitioners, it is regrettable 
that the government’s request for a writ of 
certiorari was not granted so that the Su- 
preme Court, by decision, may have lifted 
some of the confusion attendant to the prob- 
lem that undoubtedly still ‘exists. 

[The End] 
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Books 


Federal Income Taxes Simplified 


1956 U. S. Master Tax Guide. Commerce 
Clearing House, Inc., 4025 West Peterson 
Avenue, Chicago 30, Illinois. 1955. 431 
pages. $3. 


Many revenue rulings, CCH interpreta- 
tions and some final Treasury Department 
regulations have been issued since the 1954 
Internal Revenue Code was enacted on 
August 16, 1954. New partnership rules 
went into effect for the first time in 1955 and 
will have to be taken into account on re- 
turns to be filed in 1956. Not only the part- 
nership return form, however, but other 
1955 forms present a new appearance. In- 
dividuals’ Form 1040 has been redesigned. 
A new Schedule J for fiduciaries has 
been issued, 

Ever-changing circumstances like these 
make it mandatory for every taxpayer to 
check and double check the rules that de- 
termine his tax liability. This need becomes 
urgent at tax return time. 

To this end, CCH’s U. S. Master Tax 
GUIDE presents the basic rules affecting 
everyday business and personal income tax 
questions in the plainest and simplest way. 
Examples show how these rules apply, and 
assist in tax return preparation. Through- 
out, the GurmpeE rests on the firm foundation 
of the 1954 Internal Revenue Code, as it 
has been amended to press time, plus the 
official rulings, regulations and decisions of 
the Tax Court and other federal courts—all 
explained for quick understanding. 


Featured are new annuity and deprecia- 
tion tables, rate tables, rapid tax calculators, 
withholding tables and a tax calendar. 
Check lists show income items, deductions, 
depreciation rates and similar items which 
go into the makeup of the federal tax re- 
turn. A topical index rounds out the help- 
fulness of the Gumpe. 


Books 


Not only does the Guripe furnish quick 
help in the preparation of income tax returns, 
Lut it can also be used as a steppingstone 
to the complete information on any federal 
tax problem. Footnote references lead di- 
rectly to the publisher’s 1956 Sranparp 
FeperaAL Tax Reports. Paragraph references 
to this complete and most widely used loose- 
leaf reporter place at your fingertips the 
last word and the latest answer. 


The Controversy in Education 


Federal Aid to Education—Boon or Bane? 
Roger A. Freeman. American Enterprise 
Association, Inc., 1012 14th Street, N. W., 
Washington 5, D. C. 1955. 53 pages. $1. 

No field of proposed federal spending 
is more controversial today than federal aid 
to education. Confusion of issues and dis- 
tortion of facts add heat to the controversy. 
In this study, the author discusses several 
basic issues involved in the question of 
federal aid to education. Foremost, of 
course, is the critical question of control— 
whether federal aid to education also spells 
federal control of education. The record 
of state and local support for public educa- 
tion, and the ability of states and localities 
to finance schools in the future, are dis- 
cussed at length. 


Accounting Aid for Lawyers 

Lawyer's Guide to Accounting. Harry A. 
Finney and Richard S. Oldberg. Prentice- 
Hall, Inc., Englewood Cliffs, New Jersey. 
1955. 291 pages. $7.65. 

This book is written as a guide to aid 
lawyers in those particular fields of law 
where some conception of the basic principles 
of accounting is necessary if not essential. 

Bookkeeping procedures are held to a 
minimum and emphasis is placed on those 
accounting techniques most helpful to law- 
yers in their practice. 
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Articles 


Section 303 Redemptions 


This a review of ‘Retaining Corporate 
Control Through 303 Redemptions,"’ by 
Paul Brower. The Journal of the Ameri- 
can Society of Chartered Life Under- 
writers, Winter, 1955. 


Mr. Brower is a member of the New 
York bar. 


Prior to 1950, the retention of control of 
a closely held corporation by the estate of 
the deceased majority stockholder was very 
difficult unless the estate had considerable 
assets in addition to the corporate stock. 
The federal estate tax created this problem. 
An estate could sell back to the corpo- 
ration all of its stock without being taxed 
on the proceeds, but proceeds from the sale 
of any portion of the stock to the corpo- 
ration were considered as taxable dividends, 
Thus, if the estate sold all the shares to 
satisfy the estate tax and circumvent the 
income tax on the proceeds from sale, it 
lost the business entirely through liqui- 
dation or sale to outsiders. On the other 
hand, if the estate sold back to the corpo- 
ration a sufficient number of shares to pay 
the estate tax, the proceeds from the sale 
of shares were taxable as ordinary income 
to the estate. Under the latter method, the 
estate retained control of the corporation 
but it was subjected to double taxation. 


In 1950, Congress came to the aid of 
close corporation shareholders and_ their 
estates by enacting 1939 Code Section 115 
(z)(3). Under its provisions, an estate 
could sell back to the corporation shares 
sufficient to pay the death taxes imposed, 
provided that the shares held by the estate 
in the corporation equaled more than 35 
per cent of the value of the gross estate. 

The author points out the improvements 
that were made by Section 303 of the 1954 
Code. He states: “Under 115(g)(3), you 


154 


February, 1956 ® 


Digests and Comments 
from Other Periodicals 


- « « Staff Prepared 


could redeem only enough stock to pay 
death taxes. Under Section 303 you can 
now redeem enough of the stock to pay 
death taxes plus funeral and administration 
expenses.” In addition, “Section 303 in- 
creased the number of estates that can 
qualify for a 303 redemption by changing 
the requirements of the amount of stock 
needed. Under 115(g)(3), the stock in the 
corporation in which the redemption was 
to be made had to constitute at least 35% 
of the value of the gross estate. In a gross 
estate of $350,000, at least $122,500 of it 
had to be in the stock of the corporation 
where redemption was sought. Section 303, 
however, says this: Redemption is per- 
missible if you have stock in the corpo- 
ration making up either 35% of the value 
of the gross estate, or 50% of the value of 
the taxable estate. The taxable estate is the 
gross estate less all allowable deductions, 
including marital deduction and the $60,000 


statutory exemption.” 


“There is one more important liberali- 
zation: Under the old Section 115(g)(3), 
the estate had to have the 35% of the gross 
estate in the stock in each corporation in 
which redemption was desired (if it had 
31% in one corporation and 4% in another, 
no tax-favored redemption was allowed). 
Under Section 303 the stock in any par- 
ticular corporation may be any figure less 
than 35%, so long as the aggregate of stock 
in close corporations amounts to either 35% 
of the gross or 50% of the taxable estate. 
Then, the redemption may be made in any 
of the corporations in which the stock held 
by the estate amounts to at least 75% of 
the outstanding stock in the particular 
corporation. This change provides for a 
greater mobility.” 

The author raises a question concerning 
the applicability of Section 303 in a com- 


munity property state. Suppose a wife 
predeceases her husband, and through the 
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operation of the community property stat- 
ute 50 per cent ‘of the stock falls into her 
estate. Is Section 303 applicable? 


In conclusion, the author states: “Sec- 
tion 303 is one of the greatest pieces of 
substantive help that the 1954 tax law af- 
fords a taxpayer in his estate preservation 
plans. The very appreciable benefits 
of a Section 303 redemption to the busi- 
ness, the family, and the community should 
spur timely planning and the action such 
planning requires.” 


Corporate Financing 


This a review of “‘Unwarranted Tax Ad- 
vantages in Corporate Financing— 
Shareholder Guaranteed Loans,"’ by 
John V. Guigon. St. John's Law Review, 
December, 1955. 


Mr. Guigon is a member of the New 
York and federal bars. 


The scope of this article is confined pri- 
marily to a discussion and evaluation of 
four recent cases decided by three separate 
federal circuit courts which, according to 
the author, “may have inadvertently opened 
the door to unwarranted tax benefits in the 
case of prospective investors, incorporators 
and shareholders of existing corporations 
about to finance embryonic ventures or go- 
ing concerns.” The four cases are: Pollak 
v. Commissioner, 209 F. (2d) 57 (CA-3, 
1954); Ansley v. Commissioner, 217 F. (2d) 
252 (CA-3, 1954); Edwards v. Allen, 216 F. 
(2d) 794 (CA-5, 1954); and Cudlip v. Com- 
missioner, 220 F. (2d) 565 (CA-6, 1955). 


The three circuit courts reached the same 
conclusions on the following facts which 
were similar in each case: A shareholder 
guaranteed payment of a corporate obliga- 
tion; the corporate debtor was unable to 
make payment upon demand and the share- 
holder guarantor was called upon to make 
payment under his guaranty; when payment 
was made, the corporate debtor was, for all 
practical purposes, insolvent; the corporate 
debtor did not repay the guarantor and he 
claimed he had suffered a loss incurred in 
a transaction entered into for profit, which 
loss was deductible in full. In all four 
cases, the taxpayer was allowed an ordinary 
loss deduction. 


The author takes issue with these cases 
on “grounds of legal justification and the 
possible consequences apparently overlooked 
by the courts in arriving at their conclu- 
sion.” In discussing prior cases for legal 
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justification, the author states: “If precedent 
were the exclusive test of justification, the 
result of the instant decisions would be 
condemned ab initio; for it is without doubt 
that the conclusion of the several circuits 
flies in the teeth of an unbroken line of 
cases holding to the contrary.” In terms 
of possible consequences of these decisions, 
the author cites the following example: 


“A, B and C, doing business as partners, 
wish to incorporate. Each has $10,000 to 
invest and an attorney is consulted on the 
most profitable manner of incorporation. He 
realizes that if $30,000 is immediately sunk 
into capital stock, a subsequent failure of 
the business will result only in capital loss 
(worthless stock). A reasonabie balance 
between stock and debt capital will put the 
prospective investors in no better position 
if the corporate enterprise should subse- 
quently prove unsuccessful. He is also 
aware of the possible consequences of un- 
dercapitalization and realizes that incorpo- 
ration with, for example, $3,000 of capital 
stock and $27,000 in bonds, would present 
a structure bathed in suspicion. Having 
read the instant cases, he advises the fol- 
lowing plan: the corporation is to issue 
$3,000 worth of stock, $1,000 to A, B and 
C; if additional funds are required a loan 
may be obtained from an outside third 
party; this advance is to be personally guar- 
anteed by A, B and C and perhaps even 
secured by property worth approximately 
$27,000—the identical amount withheld from 
incorporation. Several months later the 
corporation, now in need of additional funds, 
secures a loan from a bank which is guar- 
anteed by the shareholders. The advances 
prove of no avail ‘and a petition in bank- 
ruptcy is filed. The bank calls for repay- 
ment and A, B and C discharge their 
obligation in full. The reasoning of these 
decisions would now afford all three share- 
holders ordinary loss deductions which could 
be offset against any income from whatever 
source derived. Although the corporation 
has been financed, in the eyes of these cases 
no loan has been made and no additional 
stock has been purchased. This hypotheca- 
tion would presumptively hold true regard- 
less of the number of times this funding 
scheme was carried out.” 


In conclusion, the author states that there 
may be many valid instances for the use 
of third-party loans guaranteed by share- 
holders, but that where such a transaction 
is not reasonably justifiable it should be 
examined in view of the over-all corporate 
structure. 
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Alimony—Deduction Conditional 


Strict compliance necessary for deduc- 
tion of maintenance payments. 


In 1950 and 1951, the taxpayer made cer- 
tain payments into a trust fund for the 
maintenance of his two children who were 
in the custody of his divorced wife. His 
marriage had been dissolved by a decree of 
a Provincial Court, which gave the wife 
custody of the children but which made no 
provision for alimony or maintenance. The 
taxpayer had obligated himself, by unilateral 
agreement, to make certain monthly pay- 
ments for the children into a trust for a 
12-month period (part of 1944 and part of 
1945). The taxpayer contended that the 
letters which confirmed this agreement con- 
stituted a written separation agreement. The 
deduction was disallowed by the Minister. 


The Appeal Board dismissed the ensuing 
appeal. To be deductible, the alimony or 
maintenance must have been paid to the 
former spouse. The taxpayer made his pay- 
ments to a trust. Second, the purported 
separation agreement was not a_ written 
separation within the meaning of the act. 
Third, even if it were a valid agreement, 
it covered only parts of the years 1944 and 
1945 while the deductions were claimed for 
the years 1950 and 1951. And finally, the 
agreement was entered into after the mar- 
riage had been dissolved by a Provincial 
Court.—No. 302 v. Minister of National Rev- 
enue, 55 DTC 653. 


LIFO—No, FIFO—Yes 


FIFO is more accurate for income tax 
purposes, says the Privy Council. 


Where the price of raw materials fluc- 
tuates widely, the LI FO—last-in, first-out 
—method of costing inventory is unac- 
ceptable for income tax purposes. So held 
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the Privy Council in setting aside the judg- 
ments of the Exchequer Court and the 
Supreme Court which permitted the tax- 
payer corporation to use the LIFO method 
for its 1947 taxable year. The Minister’s 
assessment, based upon the FIFO—first-in, 
first-out—method of handling inventory costs, 
was upheld because it more closely repre- 
sented the profits of the taxpayer. 

The Privy Council did not question the 
fact that LIFO might be appropriate for 
the corporate purposes of the taxpayer 
through the creation of a hidden reserve 
which might be of use in future years. 


By its use of LIFO, the taxpayer ended 
the 1947 fiscal year with a goodly portion 
(more than half) of its raw materials in- 
ventory costed at pre-1936 prices. The price 
differential was substantial—copper carried 
in inventory at 7.5 cents per pound had a 
current value of around 21.5 cents per 
pound. Thus, by attributing the higher cost 
to the metals processed and the lower cost 
to those retained in stock, the taxpayer was 
able to show far lower profits. The Privy 
Council agreed with the Minister of Na- 
tional Revenue that under these circum- 
stances the LIFO method did not truly 
reflect the taxpayer’s profit for income tax 
purposes.—Minister of National Revenue v. 
Anaconda American Brass Ltd., 55 DTC 1220. 


No Tax on Generosity 


Amount received for surrender of non- 
existent right constitutes a capital 
receipt rather than income. 


The taxpayer entered into a joint venture 
agreement with a United States firm on a 
tank rebuilding contract obtained by the 
United States firm. The taxpayer was to 
receive one third of the profit from the 
venture and was obligated to supply $200,000 

(Continued on page 160) 
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Tax-Wise 


Meetings of Tax Men 


Practising Law Institute—A Practising 
Law Institute forum on tax management 
of estates and trusts will be held on Febru- 
ary 18 in New York City. Further informa- 
tion may be obtained from the institute, 20 
Vesey Street, New York 7, New York. 


New Jersey Society of Certified Public 
Accountants.—The last of four dinner meet- 
ings arranged by the Committee on Federal 
Taxation of Essex Chapter will be held 
February 14 at Essex House, 1050 Broad 
Street, Newark, New Jersey. Mr. J. S. 
Seidman, vice president of the American In- 
stitute of Accountants, will speak on “Reve- 
nue Acts of 1956 and 1966.” There is no 
charge for registration other than the payment 
of $3.75 per person to cover the cost of dinner 
and meeting facilities. Dinner is at 6:30 p. m. 
Further details may be obtained from the 
society, 744 Broad Street, Newark 2, New 
Jersey. 

Southwestern Legal Foundation. — The 
Seventh Annual Institute on the Law of Oil 
and Gas and Taxation will be held February 
1-3, 1956, at Dallas, Texas. Those holding 
membership cards in the foundation will be 
admitted without charge. Registration fees 
for others are $15 a single day or $40 for the 
three-day session. For details, contact Mr. 
Gordon R. Carpenter, Southwestern Legal 
Foundation, Hillcrest at Daniels, Dallas, 
Texas. 


State Tax News 


The year 1955 proved to be the biggest year 
in the long history of state taxation. No 
other year has seen so many legislative 
sessions or the enactment of so much signi- 
ficant tax legislation. In general, the legis- 
latures concerned themselves more with 
the big revenue-producing taxes than with 
minor amendments. Here are the high lights: 


Tax-Wise 


Taxes... 


Tax People... 
Things Taxed... 


Income taxes were increased in 12 states 
—Connecticut, Idaho, lowa, Maryland, Min- 
nesota, Mississippi, Oregon, South Carolina, 
Utah, Vermont, Washington and Wisconsin— 
either through increases in rates or by added 
surtaxes. Georgia in effect raised its rate by 
disallowing the credit for federal taxes paid, 
and Idaho and West Virginia withdrew or 
decreased credits previously allowed. Oregon 
popped a new levy on income earned in the 
state but not subject to the regular corpora- 
tion taxes. Rates were extended in Con- 
necticut, Massachusetts, Pennsylvania and 
Rhode Island. Twelve states adopted por- 
tions of the 1954 federal Code. Alabama, 
Idaho, Maryland znd Montana joined the 
group of states which require withholding 
from wages, and Oregon doubled the with- 
holding rate. Colorado extended its tax 
credit, but no state reduced income taxes. 
All in all, quite a year. 

Sales and gross receipts taxes, the states’ 
biggest revenue producers, gained one ad- 
herent and lost another in 1955. Nevada 
levied a new sales tax while Pennsylvania 
permitted its levy to expire. Arizona, Illinois 
and Mississippi passed new use tax laws; Con- 
necticut, Illinois, Iowa, Michigan, Mississippi, 
South Dakota, Tennessee and Washington 
raised sales or gross receipts tax rates. 
Temporary taxes or tax rates were extended 
in North Dakota and Rhode Island. 

Property tax action of greatest signifi- 
cance was probably the attempts made by 
the legislatures to equalize assessments. Re- 
assessments were ordered in Arkansas, 
Idaho, Nevada, Oregon, Washington and 
Wyoming. Assessment were 
changed in Arizona, Kansas, Minnesota, 
Missouri, Nebraska, Nevada, New Hamp- 
shire, Oregon and Wisconsin. New state- 
wide levies were enacted in Colorado, Idaho, 
Illinois, Maine, Maryland, Minnesota, Mon- 
tana, Nebraska, Nevada and South Dakota. 
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Gasoline taxes were increased or existing 
high rates were extended or made permanent 
in 20 states in 1955. New special fuel taxes 
were imposed in Montana, New Mexico, North 
Carolina and North Dakota, and Ohio slapped 
a special levy on marine fuel. There was no 
action in any state to reduce gasoline taxes. 


Motor vehicle registration fees continued 
to climb. Rate increases were enacted in 
Arizona, Arkansas, California, Colorado, 
Connecticut, Georgia, Idaho, Kansas, Mary- 
land, Michigan, Minnesota, Montana, Ne- 
braska, Nevada, New Jersey, New Mexico, 
North Dakota, Pennsylvania, South Dakota, 
Tennessee, Texas, Utah, Vermont and 
Washington. 


Insurance companies were subject to wide- 
spread tax action. Premiums taxes went up in 
Alabama, Connecticut, Delaware, Florida, 
Georgia, Indiana, Mississippi, North Caro- 
lina, Oregon and South Carolina. Special 
taxes were extended in Massachusetts and 
Pennsylvania. Fees were increased in Cali- 
fornia, Minnesota and West Virginia. Re- 
taliatory taxes were levied in Arkansas, 
Colorado, Florida and Iowa. 


Utility taxes, like just about everything 
else, went up. New taxes were levied in 
Idaho, New Hampshire, Oregon, Rhode 
Island, South Dakota and Wisconsin. Rates 
were increased or present rates extended in 
Connecticut, Maine, Maryland, Ohio, Penn- 
sylvania and Washington. Cutting of a 
previously permitted reduction in effect raised 
taxes in West Virginia. 


Franchise taxes were increased in Alabama, 
Idaho, Maine, Mississippi, New Hampshire 
and Texas. Pennsylvania again postponed the 
effective date of the exemption for manufac- 
turers. Tennessee wants to collect its tax from 
corporations doing business in the state with- 
out qualifying. 

Inheritance and estate taxes received rela- 
tively less attention than some others. Mis- 
sissippi imposed an additional tax on the 
amount of estate tax due, and Vermont in- 
creased the tax rate on collateral inheritances. 
Three states—Idaho, Illinois and Nebraska 
acted to take full advantage of the credit 
allowed under the federal estate tax law. 


Severance taxes were levied on oil and 
gas in Nebraska and on uranium in Okla- 
homa. Higher severance tax rates were 
enacted in Minnesota, Mississippi, New 
Mexico and South Dakota, and West Virginia 
in effect raised its tax by withdrawing a deduc- 
tion previously permitted. The severance tax 
on coal mining was repealed in Alabama. 

Local taxes generally went up, either 
through authorization of new taxes by the 
legislatures or by removal of previous debt 
limitation provisions. New local levies were 
authorized in Arizona, California, Colorado, 
Connecticut, Georgia, Illinois, lowa, Kansas, 
Minnesota, Mississippi, Montana, Nebraska, 
New Mexico, New York, North Dakota, Penn- 
sylvania and West Virginia. Illinois’ authoriza- 
tion of city sales taxes was promptly followed 
by impositions of tax in 639 cities, including 
one in Chicago. New York City raised its 
taxes on business. 


City Tax Calendar... 


March 1—Louisiana;: 
and retail dealer occupation license tax 


Shreveport wholesale 


due. Utah: Salt Lake City occupation tax 
reports and payment due. 

March 15—Arizona: Phoenix business privi- 
lege tax reports and payment due. Colo- 
rado: Denver sales tax reports and 
payment due. New Mexico: Albuquerque 
occupation tax reports due. Pennsylvania: 
Pittsburgh mercantile license tax reports 
and payment due; Pittsburgh School Dis- 
trict mercantile license tax reports due; 
Scranton School District income tax re- 
ports and first installment of estimated 
tax due. Washington: Seattle occupation 
tax reports and payment due; Tacoma 
occupation tax reports and payment due. 

March 20—Louisiana; Baton Rouge sales 
and use tax reports and payment due; 
New Orleans sales and use tax reports 
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and payment due. New York: New York 
City sales and use tax reports and pay- 
ment due. 

March 25—New York: New York City 
conduit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. 

March 30—Missouri: St. Louis earnings tax 
reports and payment due. 

March 31—Ohio: Cincinnati employer with- 
holding reports and payment due; Dayton 
employer withholding reports and pay- 
ment due; Toledo corporate income tax 
reports, balance of previous year’s tax and 
first quarter of next year’s estimated tax 
due; Toledo personal income tax reports, 
balance of previous year’s tax and first 
quarter of next year’s estimated tax due. 
Pennsylvania: Pittsburgh property tax de- 
linquent; Scranton property tax delinquent. 
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State Tax Calendar 


includes the 
im- 
and 


The State Tax Calendar 
report and payment due dates of 
portant taxes—franchise, income 
property—for the next month. 


ALABAMA: March 1—Property reports 
from public utilities due (last day). March 
15—Corporate income and information re- 
ports and first installment of tax due. 
—Franchise reports due (last day).— 
Partnership income reports due. 


ARKANSAS: March 1—Property reports 


from public utilities due. 


CALIFORNIA: March 15—Franchise re- 
ports and first installment of tax from 
banks and corporations due. 


COLORADO: March 15—Corporate in- 
come information reports due.—Employers’ 
annual withholding statements due.—Per- 
sonal income information reports due. 


DISTRICT OF COLUMBIA: March 31 
Property tax semiannual installment due 
(last day). 


FLORIDA: March 5—Property tax reports 
from railroads and telegraph companies 
due. ._March 31—Property tax due (last 
day). 


GEORGIA: March 1—Corporations'’ list of 
resident stockholders due.—Property re- 
ports from railroads due.—Special fran- 
chise (property tax) reports from public 
utilities due. March 15—Information re- 
ports due. March 31—License tax pay- 
ment from domestic corporations due. 


IDAHO: March 15—Corporate income and 
information reports and first installment 
of tax due.—Partnership income reports 
due.—Personal income and information 
reports and first installment of tax due. 


INDIANA: March 1—Property 
from public utilities due. 


IOWA: March 1—Property reports from 
express companies due. March 31—In- 
formation reports due. 


KANSAS: March 1—Information at the 
source reports due. March 20—Property 


reports 


State Tax Calendar 


reports from railroads, telegraph, tele- 
phone, pipeline and electric power com- 
panies due.—Property reports from motor 
carriers due. March 31—Franchise tax 
reports and payment due. 


KENTUCKY: March 1—Property reports 
due (last day).—Property reports from 
nonresident boat owners due. March 15— 
Corporate income information reports 
due.—Personal income information re- 
ports due.—Stockholder and bondholder 
reports from corporations due. March 31 
—Franchise reports from public utilities 
due (last day).—Property reports from 
public utilities due. 


LOUISIANA: March 1—Foreign corpora- 


tion reports due. 


MAINE: March 1—License fees from for- 


eign corporations due. 


MASSACHUSETTS: March 1—Informa- 


tion at the source reports due. 


MICHIGAN: March 1—-Property tax due 
(last day without interest charges). 
March 5—Property reperts due (last day). 


MINNESOTA: March 1—Personal prop- 
erty tax due. March 15—Corporate in- 
come reports and first installment of tax 
due—Income information reports due. 


MISSOURI: March 1—Corporate income 
information reports due.—Franchise re- 
ports due.—Personal income information 
reports due. 


MONTANA: March 1—Foreign corporation 
reports of capital employed due.—Indebt- 
edness reports from corporations due.— 
Property reports from sleeping car com- 
panies due. March 5—Property reports 
from telegraph, telephone, electric power 
or transmission line, canal, ditch and flume 
companies due.—Property reports of real 
and personal property due. March 31— 
Income (corporation license) reports due. 


NEVADA: March 5—Property tax quar- 


terly installment due. 


NEW JERSEY: March 1—Property re- 


ports from railroad companies due. 
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NEW MEXICO: March 1—Property re- 
ports due (last day). 
chise reports due. 


NEW YORK: March 1—Franchise tax re- 
ports and payment from real estate and 
cooperative agricultural corporations due. 
—Personal income information and with- 
holding reports and payment of amounts 
of tax withheld from residents due. 


NORTH CAROLINA: March 15—Corpo- 
rate income reports and first installment 
of tax due. 


NORTH DAKOTA: March 1—Personal 
property tax semiannual installment de- 
linquent.—Property tax from car lines and 
express and air transportation companies 
due (last day).—Real property tax semi- 
annual installment delinquent. 


OHIO: March 1—Property reports from 
utilities, except sleeping car, freight line 
and equipment corporations, due. March 
31—Foreign corporation annual statements 
due.—Franchise reports due (last day).— 
Property reports due (last day).—Tangible 
and intangible personal property tax semian- 
nual installment due. 


OKLAHOMA: March 1—Property reports 
from corporations due. March 15—Corpo- 
rate income reports and first installment 
of tax due.—Personal income reports and 
first installment of tax due—Personal prop- 
erty reports due.—Property reports from 
railroads and public service companies due. 


OREGON: March 2—Property reports de- 
linquent after this date. March 15—Prop- 
erty reports from Class I railroad, Class 


March 15—Fran-. 


A electric and telephone, telegraph and 
sleeping car companies due. 


PENNSYLVANIA: March 15— Capital 
stock tax reports and payment due.—Cor- 
porate loans tax reports and payment due. 
—Franchise tax reports and payment due. 


SOUTH CAROLINA: March 1—Personal 
property reports due. March 15—Corpo- 
rate income reports and first installment 
of tax due.—Personal income reports and 
payment of first installment of tax due. 
March 31—Corporation license tax reports 
and payment due (last day).—Public utility 
franchise tax reports and payment due 
(last day). 


TENNESSEE: March 15—Income tax re- 


ports and payment on stocks and bonds 
due. 


TEXAS: March 15—Franchise reports due 
(last day). 


VERMONT: March 15—Personal income 
reports and first installment of tax due.— 
Personal income( final installment), which 
became due in preceding year, due. March 
31—Certificates to do business of foreign 
corporations expire. 


VIRGINIA: March 1—Corporation annual 
registration fees due——Franchise tax due. 
—Property tax reports from certified motor 
carriers due. 


WASHINGTON: March 15—Property re- 
ports from public utilities due. 


WISCONSIN: March 15—Corporate in- 
come and information reports and first 
installment of tax due. 
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capital to help finance the deal. Due to 
foreign exchange restrictions at the time, 
the taxpayer was unable to fulfill its part 
of the bargain. Nevertheless, the American 
firm paid $225,000 to its would-be Canadian 
taxpayer partner. This payment was made 
in consideration of the surrender, by the 
Canadian taxpayer, of any rights it may 
have had in the tank restoration contract. 
So far as the taxpayer was concerned, the 
payment was made out of the goodness of 
the heart of its American associates as it 
had never felt that it had any rights under 
the joint venture agreement since it had 
failed to do its part. The Minister taxed 
this payment as income. 
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On appeal to the Exchequer Court, the 
payment was held to be a capital receipt 
and the assessment of the Minister set aside. 
The court held that the payment was not a 
distribution of profits on the contract and 
that, therefore, the payment received by the 
taxpayer was not income from its business 
nor was it income from any other source. 
The taxpayer was not actually a partner in 
the contract which produced the income and 
was not entitled to a share in the profits. 
Acting upon the advice of its counsel, the 
American firm had paid the taxpayer for 
the surrender of its rights—existing or not. 
—National Paving Company Ltd. v. Minister 
of National Revenue, 55 DTC 1226. 
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Federal Tax Calendar 


March 1 


Due date of annual information returns 
by officers and directors of foreign per- 
sonal holding companies, and United 
States shareholders by or for whom 
50 per cent or more in value of the out- 
standing stock of a foreign personal 
holding company is owned, directly or 
indirectly. (Code Section 6035(a)(2), 
(b)(2).) Forms: officers and directors, 
Form 958; shareholders, Form 957. 


March 15—— 


Last day for a calendar-year corporation 
to file income tax return for calendar 
year 1955. If corporation elects to pay 
tax in installments, one half of tax is 
due on this date and the balance on 
June 15. (Sections 6072(b), 6152(a)(1) 
(B) and (b)(2).) Form 1120. 


Due date of annual returns as follows: 
(1) return by withholding agents of tax 
on interest required to be withheld at 
source during 1955; (2) return showing 
amount of tax required to be withheld 
during 1955 from each nonresident 
alien, foreign partnership, or nonresident 
foreign corporation to which certain 
periodical income was paid during that 
year . (Code Section 1461.) 

Last day for payment of unpaid expenses 
and interest accrued to certain related 
taxpayers to entitle calendar-year tax- 
payer on accrual basis to deductions 
therefor against 1955 income. (Code 
Section 267(a)(2).) 

Last day for payment of charitable con- 
tributions authorized in 1955 by accrual- 
basis corporations which wish to take 
the deduction against 1955 income. 
(Code Section 170(a)(2)(B).) 

Due date for employers who withheld 
more than $100 in taxes (federal in- 
come tax on wages under Code Section 
3402 and Federal Insurance Contribu- 


tions Act taxes under Code Sections 
3102 and 3111) during February to de- 
posit such amount with a federal reserve 
bank or other authorized depositary. 
(Regulations 120, Section 406.606.) 


Due date, by general extension, of returns 
for the fiscal year ended September 30, 
1955, in the case of (1) foreign partner- 
ships; (2) foreign corporations which 
maintain offices or places of business in 
the United States; (3) domestic corpo- 
rations which transact their business 
and keep their records and books of 
accounts abroad; (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States; and (5) American citizens 
residing or traveling abroad, including 
persons in the military or naval service 
on duty outside the United States. 
(Regulations 118, Section 39.53-3.) 
Forms: (1) Form 1065; (2)-(4) Form 
1120; (5) Form 1040. 


Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for February. (Code Section 6035(a) 
(1), (b)(1).) Form 957. 


April 2 (March 31 is a Saturday)— 


Due date for payment of the following 
excise taxes for February to an author- 
ized depositary, if such taxes reportable 
for February exceeded $100: taxes on 
safe deposit boxes; transportation of 
oil by pipeline; telephone, telegraph, 
radio and cable messages and services; 
transportation of persons; admissions, 
dues and initiation fees; gasoline, lubri- 
cating oils and matches; sales by manu- 
facturers, including sales of pistols and 
revolvers; processing of certain oils; 
sales by the retailer; manufacture of 
sugar; transportation of property; and 
diesel fuel. (Regulations Section 477.4.) 
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